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OUR COVER 


William M. Fay of Pennsylvania, recently appointed by the Presi- 
dent to the Tax Court of the United States, is featured on our cover 
this month. Judge Fay took his oath of office on August 3, 1961, and 
will finish the unexpired term of Judge J. E. Murdock, retired, ending 
June 1, 1968. 


Born May 14, 1915, in Pittston, Pennsylvania, Judge Fay attended 
St. John's Academy in Pittston, Georgetown, Catholic and Columbus 
Universities, receiving his LL.B. in 1942. He completed the special tax 
courses at the Georgetown Law School and Tax Practice Institute and 
was admiited to practice at the District of Columbia bar in 1942 and 
the United States Supreme Court in 1946. 


Judge Fay brings to his new assignment experience garnered by 
his service as assistant counsel to the Atomic Energy Commission, 1946; 
executive secretary to Senator Brien McMahon of Connecticut, 1946- 
1948; and in the Office of the Chief Counsel, Internal Revenue Service, 
1948-1957. He has served in the IRS as special attorney, 1948-1949; 
trial attorney before the Tax Court, 1949-1952; assistant head of the 
Civil Division, 1953; assistant head of the Appeals Division, 1954- 
1957; and assistant regional counsel in charge of the Washington 
office handling tax litigation before the Tax Court, 1957-1961. 


During World War Il, Judge Fay served successively as a naval 
intelligence officer, gunnery officer in the Atlantic and Mediterranean 
areas, and as senior legal officer. He is a member of the Circuit Judi- 
cial Conference of the District of Columbia and served on the Com- 
mittee of Administrative Law and Procedure, 1959 and 1960. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest. reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 





IN THIS ISSUE 
OCTOBER 1961 Vol. 39 No. 10 
Tax-Wise News 771 


A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 
taxation. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 


Why Tax Men Are Sore at ‘'534" by Robert S. Holzman 


It is the author’s purpose to offer documented proof that Section 
534 having to do with proof in accumulated earnings tax cases 
is just about valueless insofar as corporate taxpayers are con- 
cerned. The taxpayer and government argue on the basis of what 
the taxpayer's statement of what is grounds for the retention of 
earnings set forth. If the grounds set forth by the taxpayer are 
not convincing, the burden of proof has not been shifted. What 
has gone wrong with the statutory language that the burden of 
proof has been shifted is that the courts cannot go along with 
the statute. Robert S. Holzman is a professor of taxation at the 
Graduate School of Business Administration, New York Uni- 
versity. 


Should We Continue to Encourage the Use 
of Restricted Stock Options? by Emmett Wallace 


Almost three quarters of the firms listed on the New York and 
American Stock Exchanges have stock option plans, and there 
must be an uncounted number of closely held corporations which 
have adopted such plans. This author points out that the wide- 
spread use of such plans does not prove that the legislation has 
been wise or the corporation should continue to use options. The 
author is with James O. Rice Associates, Inc. in New York City. 
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IN THIS ISSUE—Continued 


Payments of Alimony and Separate Maintenance by Victor R. Wolder 


This New York attorney goes into this subject which probably 
confronts more tax attorneys than any other because of the high 
rate of divorces in American families. He discusses such subjects 
as payment of support of minor children; principal sum payments ; 
periodic payments and installments; guaranty payments; payment 
by husband’s corporation or surety; permitting wife to occupy 
home rent free; property settlements; insurance premiums; mort- 
gage payments; and many other items of importance. 


Tax Fraud Investigations: Cooperative 
or Adversary Proceedings? by Philip E. Heckerling 
Tax fraud investigations will carry more prevalence as the Treas- 
ury seeks to recover what it believes is rightfully due from its 
citizens. Conduct which formerly may have been considered 
passable, or, at the most, negligent, is now being construed 
indicative of fraud, so holds this author in answer to the question 
posed by his title. The author is an attorney in Miami, Florida. 


Taxation of Distributions from Qualified Pension 
or Profit-Sharing Plans by Ira A. Levy 
This article discusses the problem which stems from the language 
of Section 402(a)(1). This section makes taxable to the employee 


the amount actually distributed or made available to the employee. 
Naturally, one wonders whether the doctrine of constructive 
receipt applies and to what extent. The author is an attorney 
in Newark, New Jersey. 
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TAX-WISE NEWS 


Do YOU HAVE an apartment in a housing 
co-op? Thinking, maybe, of subleasing it and picking up a deprecia- 
tion deduction during the term of the renting? Well, don’t bother. 
The deduction will not be allowed. The landlord of taxes, Uncle Sam, 
has just issued a ruling that supplies the answer to a long-asked 
question. He has said that an owner of stock in a housing cooperative, 
who acquires a proprietary lease of a dwelling unit along with the 
purchase of stock, does not acquire any right in a depreciable leasehold 
interest. Speaking a bit more technically, the cost of stock in a hous- 
ing co-op may not be attributed in any part to the right to use and 
occupy a dwelling place. For purposes of depreciation and amortiza- 
tion, a shareholder in a housing cooperative is just like a stockholder 
in any other type of corporation. He buys stock—period! The owner- 
ship of stock carries no right to depreciate any asset which belongs 
to the corporate (or cooperative) owner. Even though the Code grants 
shareholders in a co-op the right to share in a real estate tax and a 
mortgage-interest deduction (which remain the principal privileges 
of the owner), this right does not carry over to depreciation —Rev. 
Rul. 61-162. 


A NEW TYPE of business expense deduc- 
tion has been recognized by the Tax Court. It may be called “face- 
saving.” Two lawyers recommended financial investment to a number 
of their clients and acquaintances. To the lawyers’ surprise the venture 
turned out to be fraudulent, and a lot of money was lost. To preserve 
their reputation, or maintain their means of livelihood—to save face, 
if you will—the lawyers came up with some $65,750 to repay investors 
who had followed their recommendation. This amount of money was 
an ordinary and necessary business expense, the Tax Court found. Not 
ordinary in the sense that it could be expected every day, but just 
sort of a corollary to the suggestion of a risk of capital. That the 
repayment of lost funds was necessary the court found much easier 
to accept. Thus, the two requirements of ordinariness and necessity 
were satisfied. The expense was deductible-—Pepper, CCH Dec. 
24,995, 36 TC —, No. 8&8. 


THe TRANSFER OF PROPERTY to a 
controlled corporation may be tax-free even though the property is 


subject to a mortgage in excess of the transferor’s basis. The stock 
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in the transferee corporation, which is given in exchange for the 
property, may wind up having a negative basis in a case like this. 
Its basis becomes that of the transferred property. But, so long as 
the entire transaction is not motivated by tax avoidance aims, a 
tax-free exchange may be accomplished. Payments on the mortgage 
by the transferee do not become dividend income to the transferor. 
The bona fide business reason for the transfer—to remain in a liquid 
position in the face of an expected economic recession—gives reality 
to the entire deal. The usual rule that an assumption of liabilities by 
a controlled transferee is to be treated as money received by the 
transferor does not come into play when there is legitimate, business 
reason behind a transfer of property to a controlled corporation.— 
Easson, 61-2 ustc J 9654 (CA-9). 


THe TAX COURT has come out and said 
what it has been working up to for a long time: “Charitable contribu- 
tion” and “gift” are synonymous, when you are talking income tax 
deductions. Therefore, a donation which lacks any element of a true 
gift cannot be a deductible charitable contribution. When a husband 
and wife give money toa nonprofit “Society for Christian Instruction,” 
but their children receive tuition free from a school conducted by the 
society, that part of the donation which is attributable to tuition is 
not deductible. One element of a real gift—the lack of something in 
return—is missing. The gift fails, and, with it, a part of the charitable 
contributions deduction —DeJong, CCH Dec. 24,997, 36 TC —, No. 89. 


This, of course, is a delicate matter. We touched upon it in 
discussing the Tax Court’s finding in Estate of Wardwell, Taxes, 
February, 1961, page 68. There, over two dissents which felt a dis- 
service was being done to the cause of charitable organizations, the 
Tax Court applied the usual, everyday, laic standards of gifts to 
charitable contributions. It said that the norms which, for example, 
make the gift of a Cadillac to a business friend taxable income should 
likewise be used to decide whether a donation is a deductible charitable 
contribution. The court there all but said: As used in this section 
[Code Section 170] the term “charitable contribution” is synonymous 
with the word “gift.” Now, in DeJong, the formality of the enuncia- 
tion has been taken care of. 


M INDFUL of “the extremely limited scope” 
of review by an appellate court of a judgment entered upon a jury 
verdict, the Fifth Circuit still set aside a jury’s finding against a 
subdivider, recently, and entered a judgment that income from the 
sale of lots brought capital gain. In all, there had been some 93 lots 
sold, in 61 transactions, over the period 1951-1956. The owners of the 
property had made three subdivisions of a 200-acre tract. But, con- 
sidering the case in its entirety, the Fifth Circuit could find no 
“rational basis” on which a jury could have found that the property 
owners were in the business of selling lots, or had held property for 
sale to customers in the ordinary course of business. These factors 
were significant to the appeals court: (1) The property owners were 
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a physician and housewife (a married couple), rather than dealers; 
(2) neither the frequency nor continuity of sales justified an inference 
that a business was being conducted; and (3) the extent of improve- 
ments made on the lots sold was very slight.—Cole v. Usry, 61-2 
ustc J 9651 (CA-5). 


ALTHOUGH THE IRS has not published 
its new policy on the proper tax treatment for oil production payments 
in “ABC” transactions—see Taxes, September, 1961, page 691—it is 
going to resume issuing advance tax rulings in this area. According 
to the announcement, requests for rulings on arm’s-length “ABC” 
transactions between unrelated parties will be considered on the 
merits, and rulings will be issued where appropriate—T. I. R. 
No. 338. 


ANOTHER ANNOUNCEMENT: Exten- 
sions of time for filing consents by certain shareholders of “‘tax-option” 
corporations may be granted under certain circumstances. This has 
to do, of course, with the election by a small business corporation 
under Code Section 1372 not to be taxed as a corporation. The share- 
holders whose requests for extensions of time may be honored are 
either new shareholders, or a husband or wife who has failed to file a 
timely consent. In the case of a husband or wife, the stock must be 
held jointly, in a tenancy by the entirety or in common or as com- 
munity property. And the conditions for the granting of additional 
time are: (1) a timely election must have been filed by the corporation ; 
(2) good cause must be shown; and (3) new elections must be filed 
by shareholders who consented in the past.—T. I. R. No. 336. 


In THE PARLANCE of income tax treaty 
regulations, “permanent establishment” means “permanent establish- 
ment at no time during the taxable year.” And, according to the Tax 
Court, this regulation language is not an unwarranted restriction upon 
an exemption provided for in a treaty where the definition of perma- 
nent establishment is not limited in any way by reference to time. 
In other words, the regulation of the United States-Swiss income tax 
treaty—defining permanent establishment to mean an establishment 
maintained “at no time during the taxable year’”—is valid. As a result 
of this finding, a Swiss resident, who “disestablished” his business in 
the United States in the middle of a year, was not entitled to tax 
exemption.—Samann, CCH Dec. 25,027, 36 TC —, No. 103. 


Owners OF “CARVED-OUT” INTER- 
ESTS in mineral leases received a jolt a short time ago from the 
Fifth Circuit Court of Appeals. (That would cover the states of 
Alabama, Florida, Georgia, Louisiana, Mississippi and Texas, and the 
Canal Zone.) It was decided that the “carving out” of an interest 
in oil and gas leases and the placing of that interest in trust for the 
benefit of the carrying party, who furnishes research and development 
costs, is in reality an exchange. Many individuals have treated such 
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an arrangement as a loan. The owner of the mineral leases has (he 
thought) retained the economic interest in the property, which carries 
with it the right to a depletion deduction. But the Fifth Circuit threw 
a damper on such a contention. It decided that the carrying party 
receives the economic interest in the carved-out production payment, 
and with that economic interest goes the right to income.—EFstate of 


Weinert, 61-2 ustc ]] 9644 (CA-5). 


WuiLe ON THE SUBJECT of depletion, 
the IRS has just announced a change in the requirements for electing 
to aggregate operating mineral interests. The mere failure to submit 
with an election certain detailed material which the regulations specify 
should accompany it will not invalidate the election. If so requested, 
taxpayers must file the material—an amended tax return, a refund 
claim, or depletion computations—within a reasonable length of time, 
and they further must be willing to sign a waiver of the statute of 
limitations, in order to take advantage of this “pass” on some of the 
regulations’ requirements.—T. I. R. No. 337. 


WASHINGTON TAX TALK 


T A PANEL DISCUSSION of the Taxation Committee of the 
Federal Bar Association, Commissioner of Internal Revenue 
Mortimer M. Caplin stated the IRS pilot installation for ADP at 
Atlanta, Georgia, has put tax information from business tax returns 
in seven southeastern states on magnetic tapes, and will start opera- 
tions in 1962. This compilation of business returns information for 
the Atlanta IRS Region is the forerunner of a complete high speed 
data processing system to be installed throughout the United States 
to handle all types of tax returns by 1964. 
The FBA Taxation Committee, under the chairmanship of Paul 
E. Treusch, Special Assistant to the Chief Counsel for the Internal 
Revenue Service, conducted a panel discussion on “New Directions 
in the Field of Federal Taxation.” Panelists, in addition to Commis- 
sioner Caplin, were Crane C. Hauser, Chief Counsel for the Internal 
Revenue Service; Louis F. Oberdorfer, Assistant Attorney General, 
Tax Division, Department of Justice; and Leo H. Irwin, Chief Counsel 
of the House Committee on Ways and Means. 


Commissioner Caplin outlined his plans for an increased IRS 
audit program, and stated all IRS employees will soon be notified 


774 October, 1961 @® TAXES—The Tax Magazine 





that productions goals and dollar- 
value quotas as a yardstick for grading 
IRS agents will be eliminated if they 
are still followed by supervisors. He 
also stated that agents would start a 
program of auditing in depth, per- 
mitting agents to spend more time 
auditing taxpayers’ returns. The Com- 
missioner stated the new two-page 
Form 1040 for 1961 would simplify 
tax reporting for 10 million taxpayers, 
but those taxpayers with complex tax 
problems will not notice much differ- 
ence from previous years. 

Crane C. Hauser, Chief Counsel for 
the Internal Revenue Service, stated 
that his office settled seven cases 
pending before the Tax Court of the 
United States for every case tried in 
fiscal year 1961, and hopes new pro- 
cedures of his office and those of the 
court will increase this ratio. He also 
hopes to reduce the Tax Court docket 
in areas such as multiple construction 


corporations and the tax problems of 


away-from-home expenses of construc- 
tion workers by giving his regional 
counsel policy guidelines to follow for 
possible settlement, or through test 
the courts. Chief Counsel 
Hauser stated that the 632 attorneys 
office received 23,493 legal 
questions in fiscal year 1961. 


cases in 
in his 


The Criminal Section of the Tax 
Division of the United States Depart- 
ment of Justice has been expanded to 
include direct assistance of its trial 
attorneys in criminal trial cases, As- 
sistant Attorney General Oberdorfer 
told convention members. Heretofore, 
they have been serving in an advisory 
capacity to the United States attor- 
neys who handled the trial work. 

Leo H. Irwin, Chief Counsel for the 
House Committee on Ways and Means 
stated Congress expects additional 
Treasury recommendations for chang- 
ing the federal tax laws in 1962, but 
he doubted that the House Committee 
on Ways and Means would give them 


Washington Tax Talk 


consideration prior to getting a tax 
law reform bill through Congress 
early in 1962. He also stated that 
the consideration given to the Presi- 
dent’s tax recommendations this year 
by the House Committee on Ways 
and Means gives impetus to actual 
passage of a tax reform by Congress 
next year. 


Congress 


Self-employed Individuals Tax Re- 
tirement Bill.—Once again, as in the 
many years past, the supporters of 
H. R. 10—Self-employed Individuals 
Tax Retirement Bill—were able to 
get the bill passed by the House and 
pending on the calendar of business 
in the Senate. Senate floor action on 
the bill will not be started until 1962. 

The Senate Finance Committee re- 
ported H. R. 10 to the Senate but 
with numerous changes from the House- 
passed bill. The bill now before the 
Senate would permit a maximum de- 
duction on a tax deferral basis of 
$1,750 a year, while the House bill 
would permit a tax deferral up to 
$2,500 or 10 per cent of the annual 
self-employed income. The Senate tax 
committee bill would require self- 
employed persons with one or more 
employees to set up a retirement plan 
for employees with more than three 
years’ service, while the House bill 
requires an employee plan only if 
there are more than three employees. 


Twelve states have already enacted 
laws which permit self-employed per- 
sons, such as lawyers, doctors, dentists 
and accountants, to form professional 
type associations which can qualify 
to be taxed as a corporation for fed- 
eral tax purposes. Such an organiza- 
tion can then set up a “Kintner’’-type 
retirement plan for its members, and 
make annual contributions which would 
be tax free until retirement of the 
members. 
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Department of Justice 


A new position of Assistant for 
Civil Trial has been established in the 
Tax division of the United States 
Department of Justice. Mr. Edward 
S. Smith, a Washington attorney, has 
been appointed to this new position. 


In his new position, Mr. Smith is 
under the direction of Assistant At- 
torney General Louis F. Oberdorfer 


and the First Assistant of the division. 


HUNTING LOBGE|- 


“Don't feel so bad, Henri. 


Mr. Smith is responsible for repre- 
senting the United States and govern- 
ment officials in all civil litigation 
under the jurisdiction of the Tax Divi- 
sion in the federal and state courts 
of original jurisdiction. As Assistant 
for Civil Trials, Mr. Smith directs the 
operations of the General Litigation 
Section, the Court of Claims Section, 
and the Refund Trial Sections, which 
together account for half of the Tax 
Division’s 180 lawyers. 


4, 


I'm sure your cooking wasn't ze 


reason ze American businessmen didn't come back this year."’ 
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Why Taxmen Are Sore at 534" 


By ROBERT S. HOLZMAN 


This article is based upon a talk given 

at the Twenty-third Annual Ohio State University Institute 

on Accounting. The author is professor of taxation 

at the Graduate School of Business Administration, New York University. 


HEN THE INTERNAL REVENUE CODE of 1954 was en- 

acted, it was generally believed that the burden of proof in accu- 
mulated earnings tax cases had been shifted from the corporation to 
the government under certain circumstances. The Senate Finance 
Committee Report said that such would be the situation if the corpo- 
ration filed a timely statement of its grounds for retention. Section 
534 stated the same. The regulations repeated this principle. Un- 
fortunately, things have not worked out that way at all in the courts. 
It is the purpose of my analysis to offer documented proof that Section 
534 is just about valueless insofar as corporate taxpayers are con- 
cerned. The reassuring language of the Congress that the burden of 
proof may be shifted has lulled numerous corporation executives into 
a dangerous sense of unjustified complacency. Congress has built a 
mirage. 

The proceedings effectively start when a corporation receives the 
Secretary’s official “Registered Mail Notification Pursuant to Section 
534 of the Internal Revenue Code of 1954.” This notifies the taxpayer 
that it may, within 30 days, submit a statement of the grounds (to- 
gether with facts sufficient to show the basis thereof) on which it 
relies to establish that all or any part of its earnings or profits have 
not been permitted to accumulate beyond the reasonable needs of the 
business. The corporation must decide for itself what manner or 
measure of statement will be submitted. The grounds offered by one 
corporation were: 


“Ground No. 1. The corporation was not created or organized for 
the purpose of preventing the imposition of the surtax upon its share- 


holders. 
Section 534 





“Ground No. 2. The corporation 
was not availed of for such purpose 
in any of said three years, no part of 
the earnings accumulated in any of 
those years beyond the reasonable 
needs of its business.” 

The court found these were not 
“erounds” and stated: “To shift the 
burden to [the Secretary] on the 
issue of ‘reasonable needs,’ [the tax- 
payer’s] statement of ‘grounds’ must 
allege reasons for accumulating earn- 
ings and profits which, if proved, will 
tend to establish that the earnings 
and profits were not accumulated un- 
reasonably.” Wellman Operating Cor- 
poration, CCH Dec. 23,823, 33 TC 
162 (1959). But the same fate sus- 
tained by this terse two-sentence 
statement of grounds was met by a 
24-page statement of grounds and 
supporting facts that was filed by an- 
other taxpayer. FR. Gsell & Company, 
Inc., CCH Dec. 24,130, 34 TC 41 
(1960). 

The grounds cannot be vague. “All 
of the ‘grounds’ alleged in [the tax- 
payer's] statements are entirely 
contingent on expansion and rehabilita- 
tion of [the corporation’s] existing 
facilities. While there is little doubt 
that a corporation’s earnings and 
profits may be accumulated for pur- 
poses of expansion and moderniza- 
tion such ‘grounds’ must be 
supported by substantial, material 
and definite facts and by clear and 
specific plans. Neither in their 
statements nor at trial did [the tax- 
payers] present facts or plans of the 
requisite specificity.” American Metal 
Products Corporation et al., CCH Dec. 
24,142, 34 TC 89 (1960), aff’d, 61-1 
ustc { 9332, 287 F. 2d 860 (CA-8). 


In order to meet the requirement 
of this “requisite specificity,” the tax- 
payer has to have a well-documented 
case. That is, he is in substantially 
the same position that he would be 
in, had not the burden been shifted. 
“There is no basis to presume that 
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Congress intended to alter or reverse 
the rules of existing law regarding 
[the taxpayer’s] ultimate burden of 
proving in an accumulated earnings 
tax case that it was not availed 
of for the purpose of preventing the 
imposition of the surtax upon its 
shareholders through the medium of 
permitting earnings or profits to ac- 
cumulate instead of being divided or 
distributed. Assuming, ar- 
guendo, that the burden was 
shifted to [the Secretary] we 
think the affirmative evidence dem- 
onstrates that the [grounds set forth 
by the corporation] did not represent 
1 reasonable need of the business 
. .. .” Pelton Steel Casting Company, 
CCH Dee. 22,344, 28 TC 153 (1957), 
aff'd on other grounds, 58-1 vustc 
€ 9179, 251 F. 2d 278 (CA-7). 


In other words, the taxpayer's 


statement of grounds is really the 
battleground. Taxpayer and govern- 
ment must argue it out upon the basis 


of what the taxpayer's statement of 
grounds sets forth. If the grounds 
are proper and fully described, that 
is the end of the matter. Contrari- 
wise, if the grounds are not convinc- 
ing, the burden has not been shifted. 
In either event, the Secretary has 
nothing to prove. The facts must 
speak for themselves. “Even if [the 
taxpayers’| statements could be said 
to comply with the ‘grounds’ requi- 
site of section 534(c), the supporting 
facts are not ‘sufficient to show the 
basis’ of such grounds.” American 
Metal Products Corporation et al., cited 
above. 

“The initial dispute between the 
parties involves the question of who 
had the burden of proof as a result 
of [the corporation], pursuant to sec- 
tion 534(c), submitting a timely state- 
ment of grounds on which it relies to 
establish that there was no accumu- 
lation beyond the reasonable needs of 
its business. We see no reason to 
tarry with this question, for the facts 
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and circumstances surrounding the 
accumulation of earnings and profits 
in the instant case clearly dictate the 
conclusion we must reach on the ulti- 
mate issue, regardless of which party 
had the burden of proof. Suffice it to 
say that as to the ultimate issue, that 
is whether the corporation was 
availed of for the purpose of avoiding 
the imposition of surtax upon its 
shareholders, the burden of proof is 
on [the corporation].” Knoxville Iron 
Company, CCH Dec. 23,504(M), 18 
TCM 251, TC Memo 1959-54, filed 
March 23, 1959. 

The ultimate issue of any accumu- 
lated earnings tax case is whether the 
corporation was formed or availed of 
for the interdicted purpose. The 
Knoxville Iron case categorically states 
that the burden of establishing this 
is upon the corporation. Then what 
has been shifted by Section 534(c) ? 

Some cases indicate that the burden 
has been shifted to some extent. “Al- 
though a limited burden of proof in 
relation to accumulations beyond the 
reasonable needs of the business may 
be shifted to the Commissioner pur- 
suant to section 534 the 
ultimate burden of proving that the cor- 
poration was not availed of for the 
prohibited statutory purpose is and 
remains upon the |[corporation].” 
Wellman Operating Corporation, cited 
above. 


With few exceptions, the Secre- 
tary’s finding in any tax matter is 
presumed to be correct. “[T]he pre- 
sumption of correctness attaching to 
[the Secretary’s] over-all determina- 


tion still remains. The size of 
the accumulations, the regularity and 
continuity of an apparent business 
policy which has eliminated prac- 
tically all dividends during [the cor- 
poration’s] entire history, and the 
testimony adduced by [the corpora- 
tion] itself all carry the strong infer- 
ence that if any other motive for the 
accumulations existed, except that 
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inhibited by section [531] was purely 
incidental, subordinate or fictitious. 
Having concluded that no figure for 
the reasonable needs of the business 
could at any relevant time conceiv- 
ably justify more than a portion of 
[the corporation’s] enormous accu- 
mulated resources, we think it follows 
[the corporation] has not sustained 
its fundamental and primary burden 
of proof. On the contrary, the evi- 
dence and the necessary implications 
therefrom affirmatively show a delib- 
erate, consistent and inescapable 
intention on the part of [the corpora- 
tion] to retain its net earnings for the 
purpose of avoiding the surtax upon 
its immediate and ultimate stockhold- 
ers.” The Smoot Sand & Gravel Cor- 
poration, CCH Dec. 23,307(M), 17 
TCM 1086, TC Memo 1958-221, filed 
December 31, 1958. Affirming, the 
appeal court concluded that even if 
the burden had been upon the Sec- 
retary, “this burden has been met by 
affirmative proof. .” The Smoot 
Sand & Gravel Corporation v. Commis- 
sioner, 60-1 ustc J 9241, 274 F. 2d 495 
(CA-4). 


Such language does not come to 
grips with the question of whether 
the burden was (or can be) shifted. 
Affirmative proof in the record could 
have been supplied by either party. 
“[{The corporation] points to the fact 
that it filed a statement of grounds 
and the facts intended to show the 
basis therefor, under section 534(c) 
. and urges that the burden of 
proof therefore rests with [the Sec- 
retary] to prove that it permitted its 
earnings to accumulate beyond the 
reasonable needs of the business. We 
have assumed, arguendo, throughout 
our discussion that the burden lay 
with the [Secretary]. Our conclu- 
sions, however, are based upon and 
supported by the affirmative facts in 
the record, so that the burden of proof 
on the issue is not a significant fac- 
tor. It is unnecessary, therefore, for 
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us to consider the sufficiency of [the 
corporation’s] statement of grounds 
and statement of facts in support 
thereof.” Barrow Manufacturing Com- 
pany, Inc., CCH Dec. 24,080(M), 19 
TCM 195, TC Memo 1960-38, filed 
March 15, 1960. In one case, the court 
stated that “Inasmuch as we feel that 
[the corporation] has affirmatively 
and clearly demonstrated the reason- 
ableness of its accumulations, we 
need not decide the question as to 
which party bears the burden of proof 
on this issue under section 534.” 
Fotocrafters Incorporated, CCH Dec. 
24,474(M), 19 TCM 1401, TC Memo 
1960-254, filed November 29, 1960. 
But the court carefully and painstak- 
ingly evaluated each one of the tax- 
payer’s grounds in as much detail as 
if the burden had been the corpora- 
tion’s and as if the issues had been 
submitted for the first time in connec- 
tion with the trial, as in the pre-1954, 
pre-Section 534 days. “We arrive at 
this result on the record as a whole 
and, although the matter is the sub- 
ject of controversy between the par- 
ties, without the necessity of deter- 
mining under section 534 . . . where 
the burden of proving business neces- 
sity lies.” Breitfeller Sales, Inc., CCH 
Dec. 22,568, 28 TC 1164 (1957). In 
another case, the appeal court said: 
“Even assuming, without deciding, 
that the burden of proof was on the 
Commissioner, we conclude from the 
record as a whole that there was sub- 
stantial probative evidence to sup- 
port the Tax Court’s findings. . . .” 
American Metal Products Corporation 
et al. v. Commissioner, cited above. 


Courts have failed to state categor- 
ically which party has the burden of 
proof in several cases. It is the facts 
which govern, say these decisions, 
and the burden of proof is not the 
factor. Thus, it was stated in a case 
won by the government, “However, 
as to the sufficiency of the supporting 
facts given by the [corpora- 
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tion], it is unnecessary for us to de- 
cide, since, assuming that the burden 
of proof has been shifted to the [Sec- 
retary], he has successfully met this 
burden.” Kerr-Cochran, Incorporated, 
CCH Dec. 22,934, 30 TC 69 (1958). 
It was stated in a case won by the 
taxpayer, “Regardless of which party 
has the burden, we are convinced and 
have so found as ultimate facts that 
[the corporation] did not permit its 
earnings or profits to accumulate be- 
yond the reasonable needs of the busi- 
ness and that it was not availed of 
for the purpose of preventing the 
imposition of the surtax upon its 
shareholders.” F. E. Watkins Motor 
Company, Inc., CCH Dec. 23,233, 31 
TC 288 (1958). At the appellate 
level, the same neutrality as to the 
bearer of the burden may be noted. 
“[T]he taxpayer contends that the 
Tax Court erred in holding that the 
requirements of that section had not 
been met. We think it unnecessary to 
pass upon that question at the present 
time. On the record before us the 
Tax Court’s findings are supportable 
regardless of which party has the 
burden of proof.” J. A. Dress Com- 
pany, Inc. v. Commissioner, 60-1 usTC 
§ 9204, 273 F. 2d 543 (CA-2). 


The question of which party has 
the burden of proof is of far more 
than academic interest. The strategy 
if not the actual tactics of the situa- 
tion will differ as to a particular liti- 
gant: will he have to attack or may 
he merely intrench himself snugly 
and sit tight? For practical purposes, 
the Scotch verdict of “not proven” 
will decide any case against the party 
who has the burden of proof. 

Where there is no proof offered by 
either party, the government prevails. 
“If there is no proof by [the Secre- 
tary] and there is no other evidence, 
[the corporation] must still fail be- 
cause the burden of proof of facts 
sufficient to show the error of [the 
Secretary's] determination is_basi- 


1961 @® TAXES—The Tax Magazine 





cally upon it as in all comparable pro- 
ceedings.” Young Motor Company, 
Inc., CCH Dec. 23,277, 32 TC 1336 
(1959). This language completely ig- 
nores the fact that if the burden of 
proof has been shifted to the Secre- 
tary, the lack of proof on either side 
can be fatal only to the government’s 
case. 


One taxpayer sought to shift the 
burden of proof by the doctrine of res 
judicata. The tax on accumulated 
earnings had been sustained against 
a corporation. Meanwhile, the corpo- 
ration was dissolved, and the value 
of the assets that went to the sole 
stockholder exceeded the amount of 
the tax liability. The stockholder ar- 
gued that inasmuch as Section 534 
brought about a change in the law 
by shifting the burden of proof to 
the Secretary, the transferee could be 
liable for the tax only if the Secre- 
tary proved that there was an accum- 
ulation of earnings beyond the needs 
of the business. It was held that 


inasmuch as privity existed between 
the corporation and its sole stock- 
holder, he was bound by the decision 
against the corporation regardless of 
who had the burden of proof. Egan et 
al. v. Commissioner, 58-2 ustc J 9927, 
260 F. 2d 779 (CA-8). 


In only one litigated case to date 
has a court stated without equivoca- 
tion that the burden of proving the 
unreasonableness of an accumulation 
was the Secretary’s. The taxpayer 
had submitted a statement of grounds 
for retention upon being notified of 
a proposed deficiency. “The Commis- 
sioner of Internal Revenue, then, had 
the burden of proof that [the corpora- 
tion] had unreasonably accumulated 
profits. We think that the 1954 and 
1955 enactments indicate that Con- 
gress did not want the taxing author- 
ities to be second-guessing the re- 
sponsible managers of corporations 
as to whether and to what extent 
profits should be distributed or re- 


Section 534 


tained, unless the taxing authorities 
were in a position to prove that their 
position was correct.” Here, funds 
were accumulated to buy machines; 
a 50 per cent stockholder, however, 
blocked the purchase. “But if, as 
in the instant case, the funds are 
accumulated because of a deadlock 
between two equal shareholders as 
to whether to spend them or not, and 
no particular thought seems to have 
been given to dividends or surtaxes, 
the presumption of motive does not 
seem to fit.” Casey v. Commissioner, 


59-1 ustec J 9455, 267 F. 2d 26 (CA-2). 


On the basis of the 16 cases so far 
litigated under Section 534, one must 
conclude that despite the promises of 
Congressional Committee Reports and 
of the Internal Revenue Code itself, 
the burden of proof has not been 
shifted to the Secretary of the Treas- 
ury in accumulated earnings tax cases. 
While the courts in certain instances 
have paid lip service to the shifting of 
the burden to the Secretary, these 
tribunals have been concluding quite 
consistently that they really do not 
care which party is supposed to carry 
the burden. Cases are decided upon 
affirmative proof, and it does not mat- 
ter whose it is. That leaves the matter 
pretty much where it was before the 
enactment of Section 534. 


One taxpayer realistically recog- 
nized this fact. In its reply brief it 
declared: “{The corporation] in this 
case proceeded to trial on the theory 
that its obligations with reference to 
burden of proof were the same as it 
had been prior to the enactment of 
Section 534 In view of this 
position, the [corporation] takes the 
position that the notification letter and 
the statement in reply thereto can be 
ignored for the purposes of this pro- 
ceeding.” The court duly noted this 
and declared: “|The corporation] ex- 
pressly disclaims any reliance on the 
burden of proof provisions of section 
534, but in any event, all the accumu- 
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lations in question were beyond the 
business needs.” Automotive Rebuild- 
ing Company, Inc., CCH Dec. 23,262 
(M), 17 TCM 968, TC Memo 1958- 
197, filed November 28, 1958. “While 
some possibility always remains that 
the presumption of the determination’s 
correctness survives even proof of 
reasonable needs . . . this proceeding 
was litigated on the apparently mu- 
tual assumption that decision of this 
total issue would dispose of the matter.” 
Breitfeller Sales, Inc., cited above. 
This court believed that the Secre- 
tary’s presumption of correctness was 
more important than the taxpayer's 
proof of reasonable needs. 

The alleged shifting of the burden 
to the Secretary is provided only “In 
any proceeding before the Tax Court 

IRC Section 534(a). In other 
words, there is not even verbal pro- 
vision for the shifting of the burden 
in an action in a district court. Yet 
an increasingly large number of cor- 
porations has been taking its accumu- 
lated earnings tax cases to a district 
court, so that a jury may be requested. 
This is in line with a developing theory 
that where a taxpayer seems to be 
getting involved in the coils of tech- 
nical requirements or procedures, he 
will get a better break from a jury 
than from a case-hardened judge. A 
jury will contain some businessmen. 
And businessmen will tend to sympa- 
thize with a fellow businessman; thus, 
some of the jurors may not be well 
disposed to persecution of a fellow 
businessman by tax collectors on tech- 
nical grounds. This much is certain. 
Every accumulated earnings tax case 
that has gone to a jury (seven cases 
in all) has been won by the taxpayer. 
Mabee et al. v. Jones, 46-1 ustc J 9146 
(DC Okla.); Kaufman Investment 
Company v. Scofield, 52-2 ustc J 9436 
(DC Tex.) ; Wilson & Greene Lumber 
Company, Inc. v. Shaughnessy, 54-1 
ustc J 9411 (DC N. Y.); KOMA, Inc. 
v. Jones, 53-2 ustc § 9463 (DC Okla.), 
aff’d, 55-1 ustc § 9132, 218 F. 2d 530 
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(CA-10) ; Hattiesburg Compress Com- 
pany v. U. S., 60-2 ustre J 9552 (DC 
Miss.) ; Bradford-Wonderly Investment 
Company v. U. S., 57-1 uste 9494 
(DC Colo.) ; Whitfield King & Com- 
pany, Inc. et al. v. U. S., 61-1 uste 
{| 9300 (DC Tenn.). 


This tactical advantage offers cer- 
tain obvious attractions to taxpayers. 
But Section 534 does not even pretend 
to shift the burden of proof to the 
Secretary in a district court action. 
Thus it was stated by a district court 
in a case involving post-1954 years, 
“it is the duty of the plaintiff tax- 
payer to show by the greater weight 
or preponderance of the evidence that 
the earnings herein were accumulated 
for the sole purpose of meeting the 
reasonable business needs or reason- 
ably anticipated business needs of the 

. corporations herein and not for 
the purpose of avoiding the additional 
income tax with respect to his stock 
holdings.” Whitfield King & Company, 
Inc. et al. v. U. S., cited above. 


Although the statistics of Section 
534 indicate clearly that the corpo- 
ration will not be able to shift the 
burden of proof to the Secretary, the 
question of the taxpayer’s statement 
in response to a notice of proposed 
deficiency must be considered. The 
statute allows 30 days for a reply, and 
an extension of an additional 30 days 
is available upon request. But this 
should be sufficient time for the cor- 
poration to develop its story. Actu- 
ally, it is no longer possible to build 
up documentation for nonpayment of 
dividends after the revenue agent be- 
gins to ask questions. As the court 
said in one accumulated earnings tax 
case, “the controlling intention of the 
taxpayer is that which is manifested 
at the time of the accumulation, not 
subsequently declared intentions which 
are merely the products of after- 
thought.” The Smoot Sand & Gravel 
Corporation v. Commissioner, cited 
above. In that case, the court refused 
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even to look at an elaborate schedule 
prepared by an engineering firm to 
show what part of a corporation’s 
equipment was in need of replace- 
ment, for the schedule had not existed 
at the time the directors decided upon 
dividends for the taxable year. Since 
that decision, then, there is no longer 
place for those specialists who would, 
upon demand, tell corporate directors 
why they had retained earnings three 
years ago. Perhaps the directors them- 
selves did not know why dividends 
had not been paid but these psycho- 
logically gifted specialists (for a fee) 
could conjure up the acceptable moti- 
vation. Those days are now past. 
Certainly a statement should be 
filed despite the lessons of history. 
There always is the possibility that 
some one other than the corporation's 
advisors may have read what Con- 
gress has written about the intended 
function of Section 534, The statement 
must not be couched in generalities; 
it is the presentation of the corpo- 
ration’s case. The statement there- 
fore should be prepared by whoever 
will handle the ultimate litigation. It 
would be unwise to have the person 
preparing the statement make utter- 
ances which may be in conflict with 
what counsel subsequently will try 
to establish in the hearing. Unless 
properly oriented from the tax point 
of view, the corporation’s executives 
should not put their own philosophy 
or observations into the record. Horri- 
ble examples of this sort of thing were 
revealed in several litigated cases. 
There was the chief stockholder who, 
on the witness stand, was asked if 
there was any particular maximum 
surplus that he wanted his company 
to attain. He naively replied, “The sky 
was the limit, to me.” Trico Products 
Corporation v. McGowan, 46-2 ustc 
{ 9338, 67 F. Supp. 311 (DC N. Y.), 
afft’d, 48-2 ustc § 9344, 169 F. 2d 343 
(CA-2). In another case, earnings 
were said to have been accumulated 
for new structures; but the minutes 
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stated that construction was out of 
the question unless absolutely neces- 
sary, “and,” the senior executive de- 
clared in print, “I do not consider 
them so. Barrow Manufactur- 
ing Company, Inc., cited above. In an- 
other case, the president testified that 
he never intended that his corporation 
should pay dividends. Albert L. Allen 
Company, Inc., CCH Dec. 14,261(M), 
3 TCM 1246, TC Memo Docket 
#112025, entered November 25, 1944. 
If the corporation’s statement is pre- 
pared by the person whose ultimate 
brief must not be honeycombed with 
inconsistencies and apologies, this sort 
of situation can be avoided. This is 
not to suggest that honest if disin- 
genuous executives should be locked 
in some hidden closet while an attor- 
ney produces statements that are im- 
pervious to cross-examination. But 
executives whose real talents are in- 
venting, manufacturing, selling or 
distributing may be encouraged by 
leading questions into making state- 
ments about policy which, in fact, 
never would have been considered 
without full discussion with compe- 
tent advisors. Many corporate officials 
shrink from admitting in public that 
decisions in technical areas are made 
by persons other than themselves, even 
if such is truly the case. 

It is not inappropriate to mention 
here that any unsophisticated corporate 
documents may fatally compromise a 
corporation’s statement in justification 
of earnings’ retention. What execu- 
tive or advisor would care to try to 
carry the burden of proof when the 
corporate minutes already contain 
these words, as in Hedberg-Friedheim 
Contracting Corporation et al. v. Com- 
missioner, 58-1 ustc J 9254, 251 F. 2d 
839 (CA-8): “Before my motion 
for the payment of a cash dividend 
of $170,000.00 to the stockholders 

is submitted to a final vote of 
the directors, I wish to state for the 
record that I have been advised by 
both the accountants and counsel for 
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the company that if the company does 
not pay out in dividends as much cash 
as can reasonably be spared at this 
time, it will lay itself open to liability 
for surtax under the provisions of 
section [531] . . . for unreasonable 
accumulations. It is apparent that at 
the present time the withholding of 
future reserves cannot be justified, 
and I wish to notify each and all of 
the directors that in case this motion 
is not carried, each dissenting director 
will be held personally responsible for 
any surtax levied against the company 
under section [531]. . . .” Needless 
to say, the revenue agent did not 
need a second invitation to impose 
the expected tax. 


What has gone wrong with the statu- 
tory language that the burden of proof 
can be shifted? The courts simply have 
not been willing to go along with the 
statute, despite the expressed Congres- 
sional intention that the burden of 
proof be shifted if the corporation’s 
reasons for retention are supplied in 
time. Congress could scarcely be more 
specific than in saying that upon a 
timely corporate filing of a statement, 


“the burden of proof... shall... be 
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on the Secretary ... .” IRC Section 
534(a). Yet in decisions which the 
writer has so recently quoted, the 
courts still speak of “the taxpayer’s 
ultimate burden of proof... .” Pel- 
ton Steel Casting Company, cited above. 
We read that “the presumption of cor- 
rectness attaching to the [Secretary’s] 
over-all determination still remains.” 
The Smoot Sand & Gravel Corporation, 
cited above. We are told that only “a 
limited burden of proof... may be 
shifted to the Commissioner .. . .” 
Wellman Operating Corporation, cited 
above. That, I submit, is not what 
Congress said at all. But if the courts 
are not willing to follow the statute, 
Section 534 serves no purpose what- 
soever. Unless the corporation execu- 
tive and his advisors recognize this 
fact, there will be the same conse- 
quences that occur when you sit in a 
chair that really isn’t there. Some- 
times this is painful and expensive. 
At the very least, it is highly embar- 
rassing, and in this day of uninhibited 
minority stockholders, management can- 
not afford this kind of embarrassment. 


[The End] 
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Should We Continue 


to Encourage the Use 
of Restricted Stock Options? 


By EMMETT WALLACE 


The author is with James O. Rice Associates, Inc., in New York City. 


HE RAPID GROWTH in the use of employee stock options 

since 1950 is widely known. In that year the Internal Revenue 
Code was amended to provide for preferential tax treatment for so- 
called restricted stock options which met specified conditions. During 
slightly over five years following passage of the Revenue Act of 1950, 
almost 600 stock option plans were adopted according to Securities 
and Exchange Commission records. This compares with adoption of 
about 30 plans during a similar period prior to the legislation.t Today 
close to three quarters of the firms listed on the New York and Ameri- 
can Stock Exchanges have stock option plans. In addition, an un- 
counted number of closely held corporations have adopted plans. 

We now have more than a decade of experience with restricted 
stock options. Their widespread use attests to satisfactory experience 
by an increasing number of corporation directors and executives. In 
view of the capital gain tax treatment accorded the plans and the rising 
stock market during the past decade, this satisfaction should come as 
no surprise. But the satisfaction does not prove that the legislation 
has been wise or that corporations should continue to use options. 


Some tax experts question the widespread use of stock options on 
the grounds that it is more expensive than other forms of executive 
compensation. Other persons express concern that corporations are 
not receiving value commensurate with the cost of options granted. 

In April, Senator Albert Gore, Democrat of Tennessee, introduced 
legislation to repeal the restricted stock option provisions. He said 








*Daniel L. Sweeney, Accounting for Stock Options, Ann Arbor, Bureau of 
Business Research, School of Business Administration, University of Michigan 
(1960), p. 37. 
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that the preferential tax treatment 
offered a “glaring loophole” in the 
tax law and that it had led to “fla- 
grant abuses.” He estimated that the 
Treasury's loss was at least $100 
million a year.* More recently, Sen- 
ator Gore has held hearings on his 
proposal. While no change in the tax 
treatment of stock options can be ex- 
pected during this session of Con- 
gress, we can expect a strong attack 
to be made against it during next 
year’s second session. 


The popularity of stock options may 
decline, either because of a declining 
appreciation for their worth or be- 
cause of legislative elimination of the 
tax preferment. It is the purpose of 
this article to examine the claims for 
and criticisms of restricted stock op- 
tions in the light of the actual experi- 
ence of a substantial number of firms 
which have had stock options plans. 
I shall then respond to the doubts 
voiced by some tax experts and others 
and to Senator Gore’s proposal by 
suggesting the extent to which stock 
options can be used profitably by cor- 
porations and by suggesting specific 
reforms to the tax law. 


Background 


Stock options have been employed 
for approximately 40 years as one 
component of executive compensation. 
Prior to 1950 their use was discour- 
aged by a 1945 decision of the Su- 
preme Court in Commissioner v. Smith, 
45-1 ustc ¥ 9187, 324 U. S. 177 and a 
subsequent ruling in 1946 by the Bu- 
reau of Internal Revenue, I. T. 3795, 
1946-1 CB 15. Under this ruling, an 
employee exercising an option to pur- 
chase stock was considered to have 
received taxable income at the time 





* The New York Times (April 15, 1961), 
p. 24. 

* For a comprehensive examination of the 
background of this legislation, including a 
review of Congressional debate, see Edward 
S. Schlesinger, “Selected Problems in the 


786 


October, 1961 ©@ 


the option was exercised to the 
tent of the difference between 
market value of the stock and the 
tion (or purchase) price. This differ- 
ence was taxed as ordinary income, 
rather than as capital gain, as it fre- 
quently had been prior to 1945, on the 
theory that it represented additional 
compensation to the employee. Since 
the employee did not realize cash in- 
come at the time the option was exer- 
cised, the imposition of the tax at that 
time was said to work a real hardship. 
As a consequence, relatively few firms 
adopted stock option plans between 
1945 and 1950. 


To remedy this situation Congress 
established a new set of rules for the 
tax treatment of stock options by 
enacting into law Section 130A of the 
1939 Internal Revenue Codé through 
Section 220 of the Revenue Act of 
1950. Under the provisions of this 
act, a tax is not imposed when a “re- 
stricted” stock option is granted or 
exercised. The employee who receives 
the option is not taxed until the stock 
is disposed of. Moreover, the gains 
are taxed as long-term capital gains 
and not as ordinary income. 


Many members of Congress who 
approved this legislation, frankly ac- 
knowledged that it afforded prefer- 
ential tax treatment which would be 
available only to corporation execu- 
tives.’ This special treatment was 
justified by the desire to restore the 
incentive value of stock options. As 
the Senate Finance Committee report 
observed in justifying the enactment 
of Section 130A: 


“Such options are frequently used 
as incentive devices by corporations 
who wish to attract new management, 
to convert their officers into ‘partners’ 


Use of Restricted Stock Options,” 36 TAxEs 
709 (October, 1958). This article should 
also be referred to by the reader who is 
interested in a detailed account of the tax 
consequence of the use of stock options. 
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by giving them a stake in the busi- 
ness, to retain the services of the 
executives who might otherwise leave, 
or to give their employees generally 
a more direct interest in the success 
of the corporation.’ 


Senator Humphrey was untouched 
by this argument: 


“This statement has the virtue of 
being revealing as to the practical 
uses of stock options . But as to 
justifying the provision, the statement 
leaves something to be desired. Cash 
bonuses and stock bonuses are incen- 
tive devices, but they are not exempt 
(from ordinary income taxes). In fact, 
capitalist theorists have often preached 
that all compensation for services is 
merely an incentive desire. Why this 
particular stock option device should 
be preferred is not clear.” ® 

In other words, argued Senator 
Humphrey, stock options should have 
a unique incentive effect—an effect not 
shared by other incentive devices, if 
preferential tax treatment is to be 
justified. 

Another reason advanced by the 
Finance Committee to justify prefer- 
ential treatment was the desirability 
of avoiding the dual burden placed on 
optionees of paying a tax at the same 
time they used cash to exercise the 
options. Accordingly, tax payments 
were deferred from time of exercise 
until cash income was realized through 
sale of the underlying shares by the 
optionee. 


Conditions for Preferential 
Treatment 

To qualify for “restricted” status, 
that is, preferential tax treatment, the 
option and the employee must meet 
conditions set forth in the 1954 Code. 
These conditions were designed to 


prevent abuses and assure long-term 
interests on the part of optionees: 


Price.—Option price may not be 
less than 85 per cent of fair market 
value of the stock at the time the 
option is granted; not less than 110 
per cent in the case of an optionee 
owning more than 10 per cent of the 
outstanding voting stock of the grant- 
ing corporation. If the option price is 
between 85 per cent and 95 per cent 
of fair market value, the differential 
between option price and 100 per cent 
is treated as ordinary income at the 
time of exercise. 

Term.—The option must expire 
within ten years of grant, or five 
years if the optionee owns more than 
10 per cent of the outstanding voting 
stock, 

Time of Exercise.—Stock must be 
purchased during active employment 
or within three months of termination 
or retirement, except in case of death 
in which instance stock may be pur- 
chased by the optionee’s estate any 
time prior to expiration of the option. 


Holding Acquired Stock.—Optionee 
must not sell stock acquired under the 
option within two years of the date 
the option was granted, nor within six 
months of the date of exercise. 

Transferability.—Option rights must 
not be transferable, except by inherit- 
ance. 


Some Criticisms of Stock Options 

There have been many criticisms 
leveled at stock options during the past 
decade. For example, Lewis D. and 
John J. Gilbert have criticized the six- 
month holding requirement as being 
too short, the establishment of option 
prices at less than 100 per cent of 
market prices and the privilege to exer- 
cise options cumulatively.® 





*Report of the Committee on Finance, 
United States Senate, to Accompany H. R. 
8920, 81st Cong., 2d Sess. (1950), S. Rept. 
2375, p. 59. 
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*See any recent Gilbert Annual Report of 
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Erwin Griswold, Dean of Harvard 
Law School, has said that stock op- 
tion tax benefits apply to only a few 
individuals and that the justification 
in terms of benefit to shareholders and 
to the general economy is not clear.’ 
Thus, he has implied that options do 
not have the special incentive effect 
claimed. He has also stated that the 
value of an option is determined to a 
large extent by over-all stock market 
price movements, independent of the 
economic performance of an individual 
company. Hence, the amount which 
executives gain on their options usu- 
ally does not reflect properly the skill 
or effort expended. This statement 
has been echoed by the AFL-CIO.® 
Stock option plans have also been 
alleged to encourage inflationary price 
policies, because stock prices tend to 
move upward with product prices and 
to place a premium on stock market 
manipulation and abuses.°® 

All of these are serious criticisms. 
If true, they argue repeal of the pres- 
ent legislation and discard of stock 
option plans by corporations. But they 
suffer from the same weakness that 
the claims of special incentive effect 
suffer from: they are founded on as- 
sumption and surmise. 


Do Results Support Claims 
or Criticisms? 

What are the facts? To what ex- 
tent have executives increased their 
ownership interest? Have stock op- 
tions significantly affected the ability 
of firms to attract and hold executives? 
Has the use of options resulted in im- 
proved performance? In other words 
do stock options bear a unique effect, 
or do they merely carry an incentive 


value not dissimilar to other forms of 
compensation, such as cash bonuses 
and stock bonuses? 


I have done extensive research to 
obtain answers to these questions. 
While a detailed description of the 
findings might be of considerable 
general interest for many readers, 
the summary below provides only the 
briefest review of those facts which 
are relevant to decisions which cor- 
poration tax counsel might wish to 
make regarding the use of stock op- 
tions and which other tax experts 
might wish to make regarding future 
legislation. 


One qualification should be noted. 
The conclusions which follow apply 
to medium-sized and large corpora- 
tions since my study was confined to 
companies listed on the New York 
and American Stock Exchanges. These 
probably grant a major portion of all 
stock options in terms of aggregate 
price of exercise. The conclusions, 
however, may not all hold for options 
granted by small, closely held firms. 
Certain advantages probably accrue to 
small firms which use options which 
larger firms cannot claim. These 
advantages will be mentioned after- 
wards. 

These, then, are the major conclu- 
sions of my study which touched to 
at least some extent on the compen- 
sation practices of over 500 corpo- 
rations: 

(1) There is no doubt that restricted 
stock options have increased execu- 
tive-share ownership far beyond what 
it otherwise would have been, despite 
the sale of some option shares by very 
many executives and of most option 
shares by a few executives. Retention 





™See Statement by Erwin N. Griswold 


in paper entitled 
Option,” Tax 


“The Mysterious Stock 
Revision Compendium, sub- 
mitted to the Committee on Ways and 
Means in Connection with the Panel Dis- 
cussions on the Same Subject To Be Con- 
ducted by the Committee on Ways and 
Means, Beginning November 16, 1959, Vol- 
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ume 2, p. 1328. See, also, Erwin N, Griswold, 
“Are Stock Options Getting Out of Hand?” 
38 Harvard Business Review 6 (November- 
December, 1960), p. 49. 

* See Industrial Union Department, AFL- 
CIO, Research Section, The Stock Option 
Scandal (August, 1959), p. 24. 

* Work cited at footnote 8, at p. 25. 
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of shares by executives varies widely 
as between companies and as between 
executives within any single company, 
even executives of very nearly compa- 
rable rank. The one factor that seems 
most closely associated with the sale 
of option shares is the size of options. 
The greater the aggregate option price 
relative to any executive’s cash com- 
pensation, the greater is the likeli- 
hood that the executive will finance 
the purchase by loans and be forced 
to sell the shares at a later date to 
repay the loans. 


However, the failure to retain all 
the shares purchased by optionees 
does not establish a prima-facie case 
against options. Congress envisaged 
that a proprietary interest and iden- 
tification with stockholders, resulting 
in increased incentive, would arise 
out of ownership of options as well 
as shares. 

(2) The great majority of shares 
optioned by firms listed on the New 
York Stock Exchange, which are the 


ones I have studied in greatest depth, 
have been optioned to senior execu- 
tives who are also the older execu- 


tives. For example, over half of the 
shares optioned by Liggett & Myers 
Tobacco Company were offered to ten 
executives whose average age was 53 
and who had served the company an 
average of 27 years. Continental Bak- 
ing Company's nine top optionees, 
who received more than half of the 
optioned stock, averaged 60 years of 
age and 35 years of service. These 
executives show the least likelihood 
of moving. The options hardly seem 
necessary to hold them. 


The value of options in attracting 
executives to new employ likewise is 
small. Most large firms have a policy 
of promoting from within so that they 
relatively infrequently have occasion 
to attract new talent. In some in- 
stances, options have been valuable 
in prying executives loose from other 
positions. But they have not been 
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as important as has been claimed by 
many executive placement specialists. 
Although options have been associ- 
ated with many executive moves, the 
fact is that salary, position and re- 
sponsibility have been at least as im- 
portant in determining the decisions 
to move. The relatively minor role 
which options play in attracting ex- 
ecutives is reflected by the failure 
of many companies which do offer 
options even to make provision for 
offering them to new employees. Yet 
more striking is the evidence that nu- 
merous firms which offer no options 
have not felt impelled to adopt stock 
option plans in order to attract new 
executives or to stem the incipient 
outflow of present executives. 

Thus, options offered by the com- 
panies which were studied have influ- 
enced relatively few executives in their 
decisions to stay with or to join the 
firms. The possibilities for after-tax 
gains do sometimes influence an ex- 
ecutive to join a firm which offers 
options instead of one which does not. 
But this decision rests upon consider- 
ations of tax relief and the resultant 
potential income. Stock options do not 
appear to have any unique incentive 
effect to attract and hold executives 
not given to other forms of incentive 
aside from this preferential tax treat- 
ment. 


(3) Since out of all the compen- 
sation devices stock options have been 
singled out for preferential tax treat- 
ment, it is logical to assume that their 
incentive effect should be apparent. 
It should be reflected in share price 
appreciation, because there is supposed 
to be a direct relationship between 
executive incentive and share prices 
which determine executive rewards. 
Accordingly over a sufficiently large 
sample of comparable firms, shares of 
those that grant options should ap- 
preciate more than shares of firms 
that do not. 
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A study of 38 pairs of option and 
nonoption firms, in which the non- 
option firms can be considered a 
control group, shows no significant 
difference in share-price appreciation 
between the paired firms. While 14 
option companies showed performance 
significantly superior to their mates, 
five did no better and 19 performed 
significantly worse. Generally, the 
relatively greater share-price increases 
were associated with higher rates of 
price increases established prior to 
adoption of the stock option plans. 


Since share prices are directly re- 
lated to corporation profits, it appears 
that if optionee-executives do in fact 
become more profit-minded, the change 
in attitude is so minor as to result in 
no significant influence upon profits. 
Stock options, therefore, give no evi- 
dence of a unique incentive effect based 
upon the proprietary interest which 
they are supposed to give executives. 


(4) To say that there is no incen- 
tive as demonstrated by share price 
increases is not to deny all incentive 
value. Like all other forms of com- 
pensation, stock options do not have 
a sufficient impact to have a demon- 
strable effect on share prices. Similar 
to other forms of compensation, how- 
ever, they do seem to have some in- 
centive value. Incentive results from 
two nonproprietary qualities: (a) the 
receipt of options and their size re- 
flect status; and (b) restricted stock 
options receive favorable tax treat- 
ment which raises after-tax income. 
Executives probably are encouraged 
to work harder or more effectively 
before options are granted in order 
to be recognized for the receipt of 
options or to earn larger options. In 
this respect stock options are not 
dissimilar to other forms of compen- 
sation and benefits given on account 
of rank. 

(5) Options may encourage unde- 
sired short-term incentive effects in 
contrast to the stated aim of instilling 
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the long-term interests associated with 
the owner-manager. The short-run 
outlook is promoted by the wide- 
spread practice, mentioned earlier, of 
financing the stock option exercise 
price by loans with subsequent loan 
repayment from the proceeds of later 
stock sales. The pressure to sell 
shares may encourage concern Over 
immediate rather than long-range share 
prices and prospects. 


Value of Options 
to Growth Companies 


Whereas no unique incentive ef- 
fect can be attributed to stock options 
granted by the larger corporations, 
this may not be true for options 
granted by smaller, closely held firms. 
Executives of these firms might de- 
rive a greater incentive from stock 
options because they can more readily 
identify the results of their actions 
than can executives of larger firms. 
For the latter, the results of specific 
actions are probably more diffuse since 
more forces and persons impinge upon 
each result. In any case, there is no 
evidence that stock options either do 
or do not increase executive incentive 
in the smaller firms. 

Stock options do have one value for 
smaller companies which is generally 
not sought by the larger firms: they 
provide a mechanism for conserving 
cash through the offer of contingent 
compensation. Not only can stock 
options replace salary payments, but 
there is cash in-flow at the time op- 
tions are exercised. Small, growing 
firms with limited working capital may 
find stock options the only device 
available for offering attractive com- 
pensation to their top executives. 


High Cost of Using Options 


If the grant of options can not be 
justified on the basis of any unique 


incentive effect, since there is no 
evidence that options encourage in- 
centive different than other forms of 
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compensation, then management can 
justify the grant only on the basis that 
options offer a less expensive form of 
compensation than other forms. Stock- 
holders should no longer be blinded 
by the argument that share prices 
will probably appreciate more if ex- 
ecutives have options and own shares. 
Our experience with stock options 
does not support this position. Stock- 
holders should approve stock option 
plans only if it can be demonstrated 
that the issuance of options will re- 
sult in cost savings to the firm. 


It might be argued that this is an 
unrealistic position. A realist might 
say, as had been said to the writer, 
“Look, maybe there is no special in- 
centive connected with options. But 
tax rates are high, and restricted stock 
options offer the only avenue by which 
an executive can build an estate to- 
day. Don’t cut off that avenue.” Still, 
one should raise the question if the 
restricted stock option is the least ex- 
pensive form of compensation to aid 
an executive building an estate. 


So let us examine the cost conse- 
quences of using restricted stock op- 
tions. Options are usually thought to 
present a cheaper form of payment 
than salary for any executive who 
is above the 25 per cent income tax 
bracket. Of the more than 35 execu- 
tives interviewed by the writer not a 
single one thought otherwise. In a 
recent SEC hearing three manage- 
ment consultants who testified as 
expert witnesses stated that “it is 
cheaper for a corporation to give an 
executive the same amount of after- 
tax compensation by means of stock 
options than by means of an increase 





” Their testimony is quoted in Securities 
and Exchange Commission, Proposed Find- 
ings and Conclusions of the Division of 
Corporate Regulation, Jn the Matter of 
Middle South Utilities, Inc., File No. 70-3777 
(May 16, 1960), p. 27 and footnote thereof. 
This is a staff brief. 

"In a very few cases this supposition 
may not be too far-fetched. A former 
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in cash salary.” *° They were unable 
to support this contention on cross- 
examination, however, according to 
the Commission’s staff brief. 


It should be pointed out that in- 
come from salary and from options is 
not quite comparable. A cash salary 
increase is a precise figure; its cost to 
the corporation and its after-tax value 
to the executive is known at the time 
of grant. On the other hand, the fu- 
ture capital gain to be derived from 
exercise of an option and later sale of 
the underlying stock and the cost of 
an option to the corporation, which 
can be considered the spread between 
the fair market value at the time of 
exercise and the option price, are un- 
known at the time of the grant. The 
option’s value to the optionee and cost 
to the optioner rest on hindsight. Ac- 
cordingly, it is not possible to prove 
in advance at the time an option is 
granted, that the option is a less ex- 
pensive form of compensation than a 
salary increase. 


Let us overlook the difficulty of 
comparing salary and options and let 
us suppose that we have the foresight 
to know how much gain will be real- 
ized by an executive who obtains an 
option.** Assume that our hypotheti- 
cal executive, Mr. Smith, is married 
and has two children and a taxable 
income of $45,000. This is equivalent 
to about $53,000 gross income. Mr. 
Smith has a marginal federal income 
tax of 59 per cent. Assume also that 
Mr. Smith’s corporation thinks about 
giving him a salary increase of $6,000. 
After paying his tax, Smith would 
have a net gain of $2,460, omitting 
any state tax. 


executive of one of the country’s largest 
companies, a company which has a long 
record of stability and steady growth, stated 
when interviewed, “When I got my options 
I was told that the stock would hit 120 by 
a certain time and that the gain would be a 
certain percent of my salary.” This execu- 
tive, incidentally, had an annual salary of 
less than $30,000. 
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“That’s a waste of money,” says the 
president of the corporation. “Give 
Smith an option and let him make 
$2,460 on that.” So the corporation 
gives Smith an option on which he 
realizes a capital gain at time of exer- 
cise (the corporation has foresight) 
of $3,280. Smith pays his 25 per cent 
tax when he sells the stock and he 
pockets $2,460. 

This looks like a substantial cost 
saving. Instead of paying out $6,000 
in salary the corporation gave an 
option worth $3,280. Of course, the 
president is forgetting that the salary 
is deductible and the spread, or cost 
of the option to the corporation, is 
not deductible by the employer. The 
salary increase actually would have 
cost the corporation $2,880 (48 per 
cent of $6,000) as against $3,280 for 
the option. 


It may be that our hypothetical 
president is a patriotic fellow bent 
upon increasing government tax re- 
ceipts. By enabling Smith to realize 
gain through his option stock, the 
government’s receipts have been in- 
creased $400 more than if Smith had 
been given a higher salary: 
$ 820 tax actually paid by Smith 

on the option gain 
— 3,540 


tax Smith would have paid 
on $6,000 salary increase 


tax reduction foregone by 
the corporation on Smith’s 
salary increase 


additional tax revenue re- 

ceived by the government 

In fact, it is more economical for 
a corporation to increase salaries than 
to grant options to executives whose 





* With the phantom stock option, execu- 
tives are credited with a certain number of 
units representing shares of stock. They 
do not pay for the stock and do not receive 
stock certificates. Their account is credited 
further with dividends at the same rate as 
would have been paid if the stock had been 
delivered to them. Upon reaching normal 
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taxable incomes are less than about 
$64,000 (roughly equivalent to a gross 
income of $70,000 or more before ex- 
emptions and deductions). The tax 
rate on marginal income becomes 65 
per cent at this point. A salary in- 
crease of $1,000 costs the corporation 
$480 and the executive receives $350. 
An option which costs the corporation 
$480 would net the executive $360 
after taxes, 


Even for the purposes of building 
an estate, therefore, restricted stock 
options are an expensive form of com- 
pensation. Salary is more economical 
below a taxable income of $64,000. 
Better yet are deferred compensation 
plans or “phantom” stock options *™ 
which both are more economical, and 
offer the advantage of protection for 
the corporation against the voluntary 
termination of employment and un- 
toward competition after retirement 
by virtue of conditions for payment 
contained in an employment agree- 
ment signed by the executive. 

The net result is that restricted 
stock options are justified only for 
executives whose taxable income ex- 
ceeds $64,000. What percentage of all 
options are granted to executives who 
meet this minimum? Very little. As- 
suming that a $64,000 taxable income 
is roughly equivalent to a $70,000 
gross income, and I won’t argue if 
the reader wants to quibble over a 
few thousand dollars, some estimates 
can be made from public records. 


Unfortunately, the public records 
do not indicate for the largest corpo- 
rations, for example General Electric 
Company, General Foods Corporation 
and United States Steel Corporation, 





retirement date, or at earlier death, their 
account is also credited with the difference 
between the value of the stock at the time 
the phantom stock option was issued and 
the value of the stock at the final credit date. 
The value can be either on the basis of 
book value or book value plus good-will 
value, according to formula. 
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what officers’ remuneration is other 
than for those who are directors and/or 
are among the top three in pay. The 
records of somewhat smaller, but still 


important, corporations are sufficiently 
revealing however. Data on eight cor- 
porations are summarized in the table 
below. 


The Number of Executives Who Earn More Than $70,000 Relative to the Number of 
Optionees in Eight Randomly Selected Companies 





Company 





Number of 
Executives Paid 
More than $70,000 


Number of 
Optionees * 





Amerada Petroleum Company 
Continental Baking Company 
Continental Can Company, Inc. 


+ Aiea 
48 
300 


Liggett and Myers Tobacco Company 33 


Lone Star Cement Corporation 
Chas. Pfizer & Company, Inc. 
Vanadium Corporation of America 


89 
8,233 
86 


West Virginia Pulp & Paper Corporation 80 





Source: Company proxy statements and annual reports. 


* It is not possible to tell from some published reports the exact number of optionees since, 
although the number is indicated for any one grant, the extent of overlap with a second or third 


grant is frequently not indicated. 
options. 


It is evident that relatively few of 
the executives who received options 
earned as much as $70,000—perhaps 
2% or 3 per cent, or 5 per cent at the 
outside. In the future, corporations 
would be well advised to limit grants 
only to executives in the upper income 
brackets. 


One contributing cause for the great 
popularity of restricted stock options 
among many corporations is_ that 
although there is a real cost attached 
to their use, an opportunity cost meas- 
ured by the income foregone at the 
time of exercise, this cost never ap- 
pears on the profit and loss statement. 
As a hidden cost, management is 
rarely called on by stockholders to 
justify it. Recommendations to rem- 
edy this situation have been made 
from time to time.’* Certainly, if 
restricted stock options continue in 
use, some action should be required 
beyond the present footnoting of finan- 
cial statements to indicate options 
granted, options exercisable, options 


The figure used is the minimum number known to have received 


exercised, and the relevant option prices 
and market prices. 


Elimination of Restricted Stock 
Options 

Having examined the extent to 
which restricted stock options can be 
profitably employed by corporations, 
we can now turn to the consideration 
of future tax policy regarding stock 
options. 


The tax laws are often adjusted 
to encourage a certain type of service 
or activity which is in the public inter- 
est and which is not adequately served 
by the market. President Kennedy 
put it this way in his Special Message 
on Taxes of April 20, 1961: “Of course, 
some departures from uniformity are 
needed to promote desirable social or 
economic objectives of overriding im- 
portance which can be achieved most 
effectively through the tax mechanism.” 
But he went on to say, immediately 
thereafter: “But many of the prefer- 





*Edwin D. Campbell, “Stock Options 
Should Be Valued,” 39 Harvard Business 
Review 4 (July-August, 1961), p. 52. 
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ences which have developed do not 
meet such a test and need to be re- 
evaluated in our tax reform program.” ** 

Restricted stock options seems to 
be an example par excellence of what 
the President might have in mind. 
They were originally justified as 
uniquely improving incentive and the 
ability of firms to attract and retain 
executives. Yet there is little or no 
evidence that they have, in fact, ful- 
filled these purposes, at least for the 
larger corporations which were the 
subject of the writer’s study. There 
is no evidence of gain to the economy 
from their use. There is, therefore, 
no justification for the preferential 
tax treatment which has stimulated 
their use. 


If the justification for preferential 
tax treatment is to rest only upon the 
belief that tax rates are too high, and 
this was one of the supporting argu- 
ments in 1950, then it seems only 
equitable to offer similar relief to 
other groups besides corporation ex- 
ecutives. Tax treatment which favors 
corporation executives assumes either 
that high taxes discourage other groups 
just as much but that a greater flow 
of executive talent must be attracted 
from other groups to corporations. 
There is no evidence to support the 
assumption that high taxes discourage 
corporation executives more than civil 
servants, teachers, doctors, lawyers, 
or scientists, to mention some of the 
other groups. Nor are we concerned 
with encouraging a greater flow of 
talent into executive positions in busi- 
ness. The present-day concern lies 
rather in developing more teachers, 
scientists, and capable public servants. 
The remedy for high tax rates is 
wholesale revision of our tax laws, 
as has been recommended by many 
eminent persons—not piecemeal relief 
for preferred groups. 


* As quoted in The New York Times, April 
21, 1961, p. 18. 
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The recommendations for elimina- 
tion of the preferential tax treatment 
accorded restricted stock options does 
not rest at all on consideration of the 
effect on the Treasury’s revenue. It 
will be recalled that Senator Gore 
suggested that the loss in revenue 
amounted to at least $100 million a 
year. I do not know the source of 
this estimate. My guess is that the 
loss is a good deal less. To the extent 
that options can be considered a sub- 
stitute for increased salaries, there is 
probably no loss and possibly revenue 
is increased, The example on page 792 
showed that options granted to execu- 
tives below the $64,000 taxable income 
bracket increase government revenues 
more than do salary increases which 
provide the same take-home pay. This 
revenue increase probably more than 
offsets the revenue losses on account 
of options granted to executives in 
the more-than-$64,000 taxable income 
bracket. Of course, to the extent that 
options do not replace salary but are 
just extra “gravy,” there is a revenue 
loss, assuming that the same options 
would be granted even if option gains 
were subject to ordinary income tax 
rates rather than capital gain. 


What loss occurs is probably small. 
The point is that restricted stock 
options, as we know them today, 
should be eliminated for reasons indi- 
cated earlier, not because of a possible 
loss in revenue. 


New Legislation 


As has been pointed out, stock 
options have an incentive value com- 
parable to other forms of compensa- 
tion. For smaller firms, also, stock 
options may carry a unique incentive 
effect, although we have no evidence 
of this, and certainly offer a valuable 
contingent compensation device. Ac- 
cordingly, while the present preferen- 
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tial tax treatment cannot be justified, 
provision should be made to preserve 
the incentive value that does exist. 
It is desirable for management to have 
at hand as large a number of incentive 
devices as possible. Consequently, it 
is suggested that the use of (nonre- 
stricted) stock options should be 
facilitated. 


Elimination of restricted stock op- 
tion by the erasure of Section 130A 
from the 1939 Code would discourage 
any use of stock options, just as their 
use was discouraged before 1950 when 
tax treatment was uncertain and op- 
tionees were burdened with a double 
drain on their resources at the time 
sof exercise—in part to pay the option 
price and in part to pay tax on the 
differential between option price and 
fair market value on date of exercise. 
This same discouragement in the fu- 
ture would not conform to the sug- 
gestion that the use of options should 
be facilitated. 


I therefore suggest that legislation 
should be adopted as follows: elimi- 
nation of the capital gain tax feature 
presently accorded restricted stock op- 
tions, but continuation of the provision 
permitting deferment of tax payment 
until the shares are sold. This privi- 
lege should be contingent upon the 
option meeting certain criteria, although 
these need not be nearly so stringent 
as in current legislation. They are: 
(a) Optionees should be employees at 
the time of grant, at the time of 
exercise, and during the interim; 
and (b) the option price should be 100 
per cent of the market value on the 
date of grant, or 95 per cent if this 
leeway is necessary because of the 
difficulty in some cases of establishing 
precisely what is the market value. 
There need be no waiting period prior 
to exercise nor a holding period fol- 
lowing exercise in order for the op- 


*Under current legislation an optionee 
can receive an option as an employee, resign 
his position, return to employment after 
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tionee’s income to qualify for tax 
deferment. 


The gain prior to exercise would be 
taxed as ordinary income at the time 
of sale of the underlying shares by 
optionee. The option-company would 
treat the optionee’s gain as a de- 
ductible expense at the time of ex- 
ercise. The net effect to the govern- 
ment would be deferment of receipt of 
taxes. 


Is the deferment justified? An analy- 
sis of the probable results supports 
the tax deferment suggested. 


(a) The double drain on the op- 
tionee’s resources at the time of ex- 
ercise will be avoided. This obstacle 
to the use of stock options which 
existed prior to 1950 will be overcome. 
This will facilitate the use of stock 
options by management as one of a 
battery of incentive devices and as 
a contingent compensation device. 


(b) Optionees will have incentive 
for early exercise when share price 
appreciation is anticipated. Early ex- 
ercise will result from a desire to 
minimize gain and therefore ordinary 
income prior to exercise. This will 
increase their stake in their companies, a 
desired result under present legislation. 


(c) Optionees will haye incentive 
to hold shares in order to defer pos- 
sibly large taxes on ordinary income. 
This is an incentive now missing from 
the restricted stock option legislation. 


In short, I am suggesting that stock 
option gains prior to exercise no longer 
be taxed as capital gains. There is 
no evidence that the preferential tax 
treatment which Congress granted over 
ten years ago has resulted in any 
greater executive identification for and 
long-term interest in American cor- 
porations. There is no evidence of 
the country’s social or economic gain 
resulting from their use. In order to 


several years, and exercise the still out- 
standing option if he has returned prior to 
the option’s expiration date. 
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take advantage of stock options for 
the somewhat more limited incentive 
value they hold and for their value 
as a contingent compensation device, 
tax deferment until sale of the op- 
tioned shares by optionees should be 
continued. Thus, the original objec- 


tives of Congress will have better 
chance of attainment and the unjusti- 
fied preferential tax treatment of cor- 
poration executives, as a group apart 
from others, will be removed. 


[The End] 


“In view of the recent alimony decision, would there be 
any tax advantage in a sale-leaseback of my wife?"’ 
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Payments of Alimony 
and Separate Maintenance 


By VICTOR R. WOLDER 


| The author is a New York City attorney. 


EFORE 1942 alimony and separation payments could not be de- 

ducted by the husband nor were they taxable to the wife. The 
laws have radically changed since then. Now, as a general rule, 
alimony and separation support payments are deductible by the hus- 
band and taxable to the wife. Of course, the provisions of law must 
be complied with. The purpose of this article is to review the law 
and point out some of the general problems which arise or which 
should be covered in a divorce or separation decree agreement. 


CONSTITUTIONALITY 


As a general proposition and at the outset, it may be said that the 
constitutionality of the laws requiring a wife to include alimony 
payments as income and permitting the husband to obtain a deduction 
for them have been upheld.’ 


DECREE OF DIVORCE OR SEPARATE MAINTENANCE 


If a wife is divorced or legally separated from her husband under 
a decree of divorce or of separate maintenance, the wife is required 
to include in her gross income for federal income tax purposes, 
periodic payments which she receives in discharge of a legal obligation 
imposed on or incurred by the husband under the decree or under a 
written instrument incident to such divorce or separation. Of course, 
the obligation that is imposed on the husband must be because of the 
marital or family relationship. It is immaterial whether the periodic 
payments are made at regular intervals or not. Likewise, the pay- 
ments must be included in the wife’s income if they are attributable to 
property transferred in trust or otherwise transferred in discharge of 
the husband’s obligation to support.” 





* Mahana v. U. S., 50-1 uste J 9164, 116 Ct. Cls. 894, 88 F. Supp. 285, cert. den., 
339 U. S. 978; Daisy Twinam, CCH Dec. 20,283, 22 TC 83; M. D. Neeman, 58-2 
ustc J 9586, 255 F. 2d 841 (CA-2). 

* Code Sec. 71(a)(1). 
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WRITTEN SEPARATION AGREEMENT 


Of course, sometimes when people 
separate there is no decree of divorce 
or separation, but they enter into a 
written separation agreement. In such 
case if the husband and wife are 
separated, and there is a written 
separation agreement the alimony 
payments made thereunder are re- 
portable by the wife.* 


DECREE FOR SUPPORT OF WIFE 


If the parties are separated, any 
payments by the husband to the wife 
under a court decree for her support 
and maintenance are deductible by 
the husband and taxable to the wife.‘ 
This would be so whether or not 
.there is a divorce or separation de- 
cree or separation agreement. 


NO DECREE, AGREEMENT OR COURT 
ORDER 


If the husband and wife are sepa- 
rated but there is no decree of divorce 
or separation or written separation 
agreement or court order for her sup- 
port and maintenance, then any pay- 
the husband makes for the wife’s sup- 
port, even though they are separated, 
are not deductible by the husband or 
taxable to the wife. 


INTERLOCUTORY DECREES 


Under the 1954 Code, payments 
made under an interlocutory decree 
where the parties are living apart, 
are deductible by husband and tax- 
able to wife. 

Of course, if the husband and wife, 
though separated, file a joint tax re- 
turn, then the husband does not re- 
ceive any deduction nor does the wife 
have to file a separate return or pay a 
separate tax.® 








* Code Sec. 71(a)(2); Reg. Sec. 71-(3). 
*Code Sec. 71(a)(3). 
* Code Sec. 71(a)(3). 
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PAYMENTS TO SUPPORT MINOR 
CHILDREN 


Where payments are made for the 
support of minor children, the wife 
need not include, nor may the hus- 
band obtain, a deduction for that part 
of any payment which the terms of 
the decree instrument or agreement 
fix in terms of an amount of money 
or a part of a payment as a sum 
which is payable for the support of 
the minor children of the husband. 
If the payment is less than the amount 
specified in the decree, instrument or 
agreement, then so much of such 


payment as does not exceed the sum 
payable for support shall be considered 
a payment for such child support.® 


PRINCIPAL SUM PAID IN INSTALLMENTS 


As a general rule, alimony install- 
ment payments which discharge a 
principal sum which is either in terms 
of money or property specified in the 
decree, instrument or agreement, are 
not deductible.’ There are exceptions. 


PERIODIC PAYMENTS MADE OVER 
PERIOD OF MORE THAN TEN YEARS 


However if by the terms of the de- 
cree, instrument or agreement, the 
principal sum is paid or may be paid 
over a period ending more than ten 
years from the date of such decree, 
instrument or agreement, then the 
installment payments become deduc- 
tible as periodic payments but (in 
the case of any one taxable year of 
the wife) only to the extent of 10 per 
cent of the principal sum. The part 
of any principal sum which is allo- 
cable to a period after the taxable 
year of the wife in which it is re- 
ceived is treated as an installment 
payment for the taxable year in which 
it is received.® 


* Code Sec. 71(b). 
* Code Sec. 71(c)(1). 
* Code Sec. 71(c)(2). 
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PERIODIC v. INSTALLMENT PAYMENTS 


Alimony and separate maintenance 
payments in order to be deductible by 
the husband and taxable by the wife 
must qualify as “periodic” payments 
as distinguished from installment pay- 
ments of a principal sum. The Internal 
Revenue Code does not define “peri- 
odic” payments, but rulings and court 
decisions indicate that they include: 
(1) payments to be made of a fixed 
amount for an indefinite amount for 
an indefinite period, or (2) payments 
to be made in an indefinite amount 
for a fixed or indefinite period. There 
is also the 10 per cent rule, and the 
contingency rule, to be considered. 
Thus, note the following examples: 


(a) The decree or agreement re- 
quires the husband to pay to the wife 
$100 a month so long as she lives: 
Payments are deductible by husband 


and taxable to wife. 

(b) The 
quires husband to pay to wife a cer- 
percentage of his 
Payments are deductible by 


decree or agreement re- 


tain income each 
month. 
husband and taxable to wife. 

(c) The decree or 
quires husband to pay to wife $75,000 
in five annual installments of $15,000 
each. No part of each annual pay- 
ment is deductible by husband or 


agreement re- 


taxable to wife. However, if the de- 
cree or agreement provides that all 
future are to the 
moment either the husband or wife 
dies, then the entire annual payments 
as made are deductible. 

(d) Also, if the agreement pro- 
vides for a total payment of $150,000 
over a period of 11 years, in install- 


payments cease 


ments of $20,000 each the first four 
years and $10,000 each the last seven 
years, not more than $15,000 may be 
deductible by the husband in each of 
the first four years or taxable to the 
wife; the entire $7,000 is deductible 
in each of the last seven years. How- 
ever, if the husband fails to pay (for 
example) $5,000 in the fourth year and 
pays $12,000 in the fifth year (that 
is, $7,000 due for the fifth year plus 
$5,000 past due for the fourth year) 
the $5,000 which could not be deducted 
in the fourth year would seem to be 
deductible in the fifth year. 


The commissioner’s regulations ® 
provide that making the payments 
subject to any one or more of the 
following contingencies results in the 
payments being treated as “periodic” 
payments, anything to the contrary 
notwithstanding: (a) death of either 
spouse; (b) remarriage of the wife; 
or (c) change in economic status of 
either spouse.*® Also, contingencies 
which are deemed to occur under 
common law principles which are en- 
under state law, are 
deemed a part of the agreement.” 


forceable local 

Where such contingencies are pres- 
ent, the 10 per cent limitation is not 
applicable regardless of whether or not 
the ten year plus test is or is not met.’? 

Further, in order for payments to 
be periodic they do not have to be 
in equal amounts or paid at regular 
intervals.*® 

Payments of specific amounts for a 
definite period of ten years or less are 
considered installment payments and 
not periodic payments; and as such 
are not deductible by the husband or 
includible by the wife."* 





* Reg. Sec. 1.71-(d)(3). 

*See also the Commissioner’s 
Rev. Rul, 59-190, 1959-1 CB 23. 

"See ruling cited at footnote 10. 

™ Reg. Sec. 1.71-1(d)(4). 

*F. S. Dauwalter, CCH 
TC 580. 


ruling— 


Dec. 16,040, 9 


Alimony 


“* Fleming, CCH Dec. 17,715, 14 TC 1308; 
Carmichael, CCH Dec. 17,718, 14 TC 1356; 
H,. M. Read, CCH Dec. 18,289(M), 10 TCM 
399; Heath, CCH Dec. 18,043(M), 11 TCM 
482; Spichnali, CCH Dec. 23,837(M), 18 
TCM 1029; Furrow Jr., CCH Dec. 24,324, 
34 TC —, No. 98. 
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BEGINNING AND ENDING OF TEN- 
YEAR PERIOD 

Great care should be used in set- 
ting up an agreement or a provision 
in a divorce decree so that it will be 
crystal-clear that if the payments are 
to be paid over the ten-year period 
and are intended to be deductible by 
the husband, the payments should be 
payable over “a period ending more 
than ten years from the date of the 
decree, instrument or agreement.” 
There are many cases where 
there is a question as to what is the 
date of the decree, instrument or 
agreement, or whether the period is 
ten years or nine years and eleven 
months, or more than ten years.’® 
The questions, for example, of when 
the decree is signed, entered and be- 
comes effective, are important ques- 
tions.’® 


too 


RULE FOR HUSBAND IN CASE 
OF TRANSFERRED PROPERTY 


The husband’s income shall not be 
deemed to include amounts which 
are includible in wife’s income and 
attributable to transferred property.” 


DEDUCTION FOR HUSBAND 


To the extent that payments made 
by a husband are includible in the 
wife’s gross income, the husband re- 
ceives a deduction. This, of course, 
only applies with respect to income 
that would otherwise be includible in 
the husband’s income.*® 


ESTATE OF DECEASED HUSBAND 


Estate of deceased husband is al- 
lowed to deduct payments made pur- 


suant to a divorce decree which 
provided that the husband or his 
estate should pay alimony to wife for 
her life.’® 


INCOME OF ESTATE OR TRUST 
IN CASE OF DIVORCE 


There shall be included in the gross 
income of a wife who is divorced or 
legally separated under a decree of 
divorce or of separate maintenance 
or separation agreement the amount 
of the income of any trust which such 
wife is entitled to receive and which, 
except for this section, would be in- 
cludible in the husband’s gross income. 
Of course, to the extent that the 
money or portion of the income is 
fixed by the terms of the decree, in- 
strument or agreement to be for the 
support of the husband’s minor chil- 
dren, it is not includible in the wife’s 
income. Also, if the payment is less 
than that required, it is first to be 
considered as payment for such sup- 
port. 


TESTAMENTARY TRUST PRINCIPAL 


In passing it should be noted that 
under the 1939 Code a wife was re- 
quired to report as income payments 
made to her out of the corpus of a 
testamentary trust which had been 
set up under a separation agreement.”° 
This is probably the rule under the 
1954 Code as well. 


GUARANTY PAYMENTS 


In a case where the husband guar- 
antees that the income of an alimony 
trust will be not less than a certain 





*See J. 
TC 497, rev'd, 56-1 ustc § 9317, 235 F. 2d 
112 (CA-7) (question of 18 days): A. F. Reis 
v. U. S., 54-1 ustce $ 9206 (DC Kan.), aff'd, 
54-2 ustc 99493, 214 F. 2d 327 (CA-10) 


A. Isfalt, CCH Dec. 21,082, 24 


(question of seven days); E. L. Westhafer, 
CCH Dec. 19,912(M), 12 TCM 1100 (one 
month short). 

* Harry Blum, 49-2 ustc § 9420, 177 F. 2d 
670 (CA-7) and Tillie Blum, 51-1 ustc J 9170, 
187 F, 2d 177 (CA-7). 
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* Code Sec. 71(d). 

* Code Sec. 215. 

* Laughlin Estate v. Commissioner, 48-1 
ustc § 9263, 167 F. 2d 828 (CA-9), and the 
wife would have to include the payments 
(Twinam, cited at footnote 1). 

* Girard Trust Corn Exchange Bank v. 
Commissioner, 52-1 ustc § 9216, 194 F. 2d 
708 (CA-3), cert. den., 344 U. S. 821. 


TAXES —The Tax Magazine 





specific amount, the husband may 
deduct the payments made under his 
guaranty as “periodic payments.” 
The wife, of course, must report 
them.*? 


PAYMENTS BY HUSBAND'S 
CORPORATION 


In a case where the husband’s cor- 
poration makes the payment for the 
husband, ordinarily the payments 
would be considered taxable to the 
wife and deductible by the husband. 
Sometimes a wife may claim that 
these payments are a gift, but gener- 
ally it would be held that this is not 


oa 


PAYMENTS BY HUSBAND'S SURETY 


Likewise, too, where a person or 
a surety company guarantees the 
payments on the part of the husband, 
the alimony payments would still be 
taxable to the wife if the surety 
makes them.** 


PAYMENTS TO WIFE'S MOTHER 


If the wife directs that the pay- 
ments are to be made to her mother 
on account of the wife’s obligation to 
support her mother, the payment 
made by the husband would be tax- 
able to the wife and deductible by 
the husband.** 


PERMITTING WIFE TO OCCUPY HOME 
RENT FREE 


A consideration of this nature is 
generally not considered a _ periodic 
alimony payment deductible by the 
husband.*° 


PAYMENTS FOR RENT MADE BY 
HUSBAND 


Generally, too, payments of this 
nature are not deductible by the hus- 
band.** 


JOINT RETURNS 


When the husband and wife are 
still married although living apart, it 
would probably be desirable for them 
to file a joint return and in that way 
save a certain amount of tax money. 
Unfortunately, the parties are usually 
bitter and will not cooperate with one 
another; the wife is reluctant to join 
in a joint return because of a poten- 
tial tax liability (both parties being 
liable for any deficiency) and the 
husband usually does not want to dis- 
the wife what his 


close to real in- 


come is. 


PAYMENTS MUST BE AFTER DECREE 
OR AGREEMENT 


In order for a payment to qualify 
as an alimony payment which may 
be deductible by the husband or tax- 
able to the wife, the payment must 
be received after the decree instru- 
ment or agreement is made. As a 
general rule these payments would 
be includible in the wife’s income, 
whether or not the agreement is 
legally enforceable. At least this is 
the Commissioner’s viewpoint.**7 And 
this is so with respect to payments 
made under an agreement even after 
the divorce or legal separation takes 
place. 


MODIFICATION OF SUPPORT DECREE 
If a decree of support was made 
on or before March 1, 1954, the pay- 





** Mahana v. U. S., 

* Marcia P. Pierson, CCH Dec. 20,181, 21 
TC 826. 

* Tuckenbach v. Pedrick, 53-2 ustc § 9561, 
116 F. Supp. 286 (DC N. Y.), aff'd, 54-2 
ustc 9 9555, 214 F 2d 914 (CA-2). 

* Lehman, CCH Dec. 18,576, 17 TC 652; 
R. L. Lehman, 56-2 ustc § 9733, 234 F. 2d 
958 (CA-2), cert. den., 352 U. S. 926. 


S., cited at footnote 1. 


Alimony 


* Jack Pappenheimer v. Allen, 47-2 USTC 
{ 9384, 164 F. 2d 428 (CA-5); J. P. Bradley, 
CCH Dee. 23,050, 30 TC 701. 


* P_ McDermott, 
18 TCM 338. 


* Reg. Sec. 1.71(2). 


CCH Dec. 23,530(M), 





ments are not taxable to the wife or 
deductible by the husband. But the 
Commissioner, by his regulations, has 
provided that if such support decree 
is altered or modified by court order 
entered after March 1, 1954, the sup- 
port decree is deemed made after 
March 1, 1954, and the wife has to 
report the payments received. 


Tax benefits to a husband could 
very well justify a procedure to effect 
higher support payments. 

Court orders coming within this 
category include interlocutory de- 


crees of divorce and decrees allow- 
ing temporary alimony in pending 


cases. 


RETROACTIVE CHANGE 

As a general rule 
change of an agreement would have 
no effect for tax purposes with re- 
spect to payments already made,** ex- 
cept, however, where the change is 
to give effect to the original inten- 
tion and contemplation of the parties 
and to correct an original error in 
the documents.”® 


a retroactive 


Thus the fact that taxpayer in a 
later year was awarded an additional 
weekly amount exclusively for child 
support did not retroactively fix a 
similar amount of the weekly pay- 
ments under the decree as child’s sup- 
port money.*° 


INCIDENT TO DIVORCE 

3efore change in the IRC in 1954, 
a written separation agreement made 
before August 17, 1954, had to be “in- 





* Rev. Rul. 58-52, 1958-1 CB 29: Rozek, 
CCH Dec. 21,256(M), 14 TCM 1049: see also 
Hammel, CCH Dec. 22,253, 28 TC 1131. 

* Sklar, CCH Dec. 20,006, 21 TC 349 
(Nonacq.); Vargason, CCH Dec. 20,285, 
22 TC 100 (Nonacq.). Appeal to CA-2 
withdrawn. 

* Hammel, CCH Dec. 22,553, 28 TC 1131. 

* Neeman, CCH Dec, 17,199, 13 TC 397, 
aff'd, 53-1 ustc J 9147, 200 F, 2d 560 (CA-2), 
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cident” to a divorce. Agreements 
after this did not. Where, incident 
to a divorce, the parties amend a 
prior agreement which was not inci- 
dent to the divorce, the entire agree- 
ment as amended becomes “incident” 
to the divorce. 


An oral agreement incident to a 
divorce later reduced to writing is 
deemed incident to divorce and en- 
forceable for tax purposes.** 


Generally, also, it may be said that 
where the divorce or separation de- 
cree accepts and adopts an agreement 
made prior thereto, the payments 
made under the agreement are deemed 
“incident” to the divorce. 


PROPERTY SETTLEMENTS 


Property settlements are oftentimes 
included in separation agreements or 
divorce decrees. “Alimony” includes 
property settlement payments as well 
as payments for support and mainte- 
nance.** All property settlements 
aren't taxable to the wife or deduct- 
ible by the husband. They must 
qualify as periodic payments. 

The settlement agreement or de- 
cree can make separate provisions 
with respect to “property settlement” 
and for continuing maintenance and 
support. The status of each type will 
be determined separately. There is 
no rule that all payments must stand 
or fall together.*® Thus a lump sum 
to purchase a house or other fixed 
payments made in a lump sum or 
over a short period (less than ten 
years) will not be deductible by the 
husband or taxable to the wife. 
cert. den., 345 U. S. 956. 

2M. Fixler, CCH Dec. 


1312 (acq.). 

* Drake, 61-1 ustc § 9269, 191 F. Supp 84 
(DG i: Y.). 

“W. M. Haag, 
TC SS. 

* FE. Bartsch, CCH Dec. 18,896, 18 TC 65. 


21,653, 25 TC 


CCH Dec. 18,440, 17 
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When property is transferred in 
discharge of a property settlement 
agreement, a question arises whether 
a sale or exchange occurs upon which 
a gain or loss is realized. A differ- 
ence of opinion exists on this subject 
between the courts themselves. Thus 
in one line of cases it has been held 
that if property received in an ex- 
change does not have an independent, 
ascertainable value, then there can 
be no taxable gain. It is not proper 
to look to the value of the property 
transferred, and then ascribe that 
value to the property received. Thus 
the Court of Claims has said * that 
there was no way of determining the 
fair market value of a wife’s right of 
maintenance which was given up in 
a divorce settlement in exchange for 
securities which had increased in 
value since the husband acquired 
them. Since the “right to support” 
was the property received, there was 
no way to measure gain on the prop- 
erty transferred. The husband may 
have received economic gain, but it 
was not taxable by reason of the ex- 
press provision of the Code.*’ To the 
contrary are another group of cases * 
which hold that a taxable transaction 
arises whether the transfer of prop- 
erty is made to discharge a dollar 
amount property settlement or whether 
the transfer is made in full settlement 
of all claims for the wife’s mainte- 
nance and support. 


For example, as part of the divorce 
settlement the agreement provides 
that the wife is to receive the family 
house which was owned by the hus- 
band—cost $25,000, now worth $40,000 


—and $35,000 alimony payable in an- 
nual installments in a period of more 
than ten years. The 10 per cent hus- 
band’s limitation is based on the 
$35,000, not a larger figure. Also 
whether or not the husband has a 
gain of $15,000 on the transfer of the 
house depends on which court de- 
cision is followed in the jurisdiction 
where the husband lives. 


COMMUNITY PROPERTY STATES 

In community property states if a 
property settlement merely results in 
an equal division of the community 
property, no gain or loss is realized.*® 
This is so even if the community 
property payments are made in so- 
called period installments.*° But even 
though the parties refer to the pay- 
ments as community property, if they 
are in fact intended for the support 
and maintenance of the wife, they are 
deductible to the husband and tax- 
able to the wife.** 


LEGAL EXPENSES 


Legal expenses incurred in connec- 
tion with negotiation of a property 
settlement agreement may be deduct- 
ible as nonbusiness expenses where 
the wife demands a part of the hus- 
band’s income-producing property, 
control over which affects the hus- 
band’s general income earning capac- 
ity.* 


On the other hand, attorneys’ fees 
which husband pays to wife’s attor- 
ney in connection with her efforts to 


obtain an increase in alimony do not 
qualify as being deductible.** 





* Davis, 61-1 ustc J 9276, 287 F. 2d 168 
(Ct. Cls.) and Marshman, 60-2 ustc { 9484, 
279 F. 2d 27 (CA-6). 

* Code Sec. 1001(b). 

*® Mesta, 41-2 ustc 9 9768, 123 F. 2d 986 
(CA-3) and Halliwell, 42-2 ustc J 9789, 131 
F, 2d 642 (CA-2). 

*F. R. Walz, CCH Dec. 8984, 32 BTA 
718; A. T. Oliver, CCH Dec. 16,952(M), 
8 TCM 403. 


Alimony 


“J. S. Thompson, CCH Dec. 20,332, 22 
TC 275 (acq.); Campbell v. Lake, 55-1 ustc 
{ 9306, 220 F. 2d 341 (CA-5). 

“ Guggenheim v. Riddell, 59-1 ustc 7 9158 
(DC Calif.), but see appeal 60-2 ustc J 9636 
(CA-9). 

©“ McMurty v. U. S., 55-1 ustc J 9497, 132 
F. Supp. 114 (Ct. Cls.). 

“TI. T. 3856—1947-1 CB 23. 





Fee paid by husband to attorneys 
on both sides in divorce action to 
protect income-producing property is 
deductible by the husband-payor.* 
On the subject of deductibility of 
attorneys’ fees see also the following 
cases.*° 


GIFT TAX 

There is no gift tax on a property 
settlement incident to divorce or sep- 
aration to the extent that the settle- 
ment is in satisfaction of support 
rights.* 


YEAR OF DEDUCTION AND INCLUSION 


Normally, alimony payments are 
includible in income in the year re- 
ceived and are deductible in the year 
paid, regardless of whether the tax- 
payer is on a cash or accrual basis of 
accounting.*’ This applies to back 
alimony payments and _ arrearage. 
Thus an accumulation of past due 
periodic payments continue their 
status as such, and payments made in 
discharge or compromise of such past 
due liability would be deductible to 
the husband.** The same holds true 
to advance payments made by the 
husband. 

It must be remembered, though, 
that a payment may not be deductible 
in the year before the year in which 
it is required to be made.*® 


PAYMENT OF INCOME TAXES 


Where, as part of the decree or 
agreement, the husband pays the 
wife’s income taxes on the alimony, 
the taxes are includible in the gross 
income of the recipient.°° One, of 
course, must be careful about pyra- 
miding taxes upon taxes. 


TAXES—AGREEMENT BY HUSBAND TO 
PAY 

The fact that the husband agreed 
to pay federal income taxes on 
amounts paid to his wife under a set- 
tlement agreement did not bind the 
Commissioner or preclude him from 
including the payments in the wife’s 
income.** 


ANNULMENT OF MARRIAGE 


Periodic payments made under a 
judgment of annulment of a marriage 
for a cause which makes the marriage 
void ab initio are not considered as 
alimony and are not income of the 
recipient or deductible by the tax- 
payer.’ But the law is different if 
the marriage is deemed valid until 
dissolved. In that case, the payments 
become deductible to the husband 
and includible by the wife.** Thus 
where an annulment is granted be- 
cause of the wife’s incurable insanity 
under New York Domestic Relations 
Laws Section 7(5), periodic payments 





“ Talbot Patrick, et al., 61-1 ustc ¥ 9364, 
288 F. 2d 292 (CA-4), aff’g, 60-2 uste J 9559, 
186 F. Supp. 48 (DC S. C.); contra Thomas 


C. Davis, 61-1 ustc 9 9276, 287 F. 2d 168 
(Ct. Cls.). 

* Baer, 52-1 ustc $9310, 196 F. 2d 646 
(CA-8); Bowers, 57-1 ustc J 9605, 243 F. 2d 
904 (CA-6); Owens, 60-1 ustc 9160, 273 
F, 2d 251 (CA-5); McMurty, 55-1 ustc 
7 9497, 132 F. Supp. 114 (Ct. Cls.); Ykes, 
343 U. S. 118; Lewis, 58-1 ustc ¥ 9420, 
253 F. 2d 821 (CA-2); Richardson, 56-2 ustc 
{ 9609, 234 F. 2d 248 (CA-4). 

“E. T. 19, 1946-2 CB 166. 

“Lily R. Reighley, CCH Dec. 18,524, 17 
TC 344. 

* Holahan, 55-1 ustc 99378, 222 F. 2d 
82 (CA-2); Grant, 54-1 ustc J 9142, 209 F, 2d 
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430 (CA-2); Rev. Rul. 55-457, 1955-2 CB 
527; Reighley, CCH Dec, 18,524, 17 TC 344; 
Brown, Exrx. v. U. S. 54-2 ustc J 9534 (DC 
Calif.); Wilson Estate, CCH Dec. 23,409(M), 
16 TCM 375; F. C. Smith Estate, CCH Dec. 
19,330(M), 11 TCM 1167; Margaret White, 
CCH Dec. 21,073, 24 TC 452. 

“C. R. Joslyn, CCH Dec. 20,628, 23 TC 
126, rev’d in part and aff'd in part on other 
grounds, 56-1 ustc { 9341, 230 F, 2d 871 
(CA-7). 

” Rev. Rul. 58-100, 1958-1 CB 31. 

* Neeman, cited at footnote 31. 

* Special Ruling 12/8/44, 454 CCH { 6092. 

* Reighley, cited at footnote 48; Parsons, 
CCH Dec. 18,590(M), 10 TCM 959. 
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required under the “annulment de- 
cree” for the wife’s support and main- 
tenance would be deductible by the 
husband and taxable to the wife. 


CHILD SUPPORT 

Where the agreement specifically 
provides that the payment or a spe- 
cific portion thereof is for the support 
of a minor child, the payment is 
neither deductible by the husband or 
taxable to the wife. But where the 
payment is both for the support of 
the wife as well as the children, then 
the husband obtains the deduction 
and the wife is taxed.** The Commis- 
sioner of Internal Revenue has an- 
nounced that he will follow the Weil 
case in similar facts, but he will follow 
the Eisinger case in other situa- 
tions.®’ In the Eisinger case, the court 
only allowed the husband a deduction 
for one half of the weekly payments 
which were to be reduced by one- 
fourth when either of the two chil- 
dren reached majority or died, and 
were to be reduced by one-half if the 
wife remarried.** 


DEPENDENCY EXEMPTION DEDUCTIONS 


Of course, alimony and separation 
payments made by the husband which 
are includible in the gross income 


* Rev. Rul. 59-130, 1959-1 CB 61. 

SC. S. Weil, 57-1 ustc § 9346, 240 F. 2d 
584 (CA-2), cert. den., 353 U. S. 958. 

* 58-1 ustc J 9132, 250 F. 2d 303 (CA-9), 
cert. den., 356 U. S. 913. 

* Rev. Rul. 59-93, 1959-1 CB 22. 

* To the same effect as the Weil case, 
D. R. Hirshom, 58-1 ustc $9116, 9192, 250 
F. 2d 497 (CA-2), W. E. Mackay, CCH Dec. 
20,126(M), 13 TCM 63; M. Neuwahl, CCH 
Dec. 20,470(M), 13 TCM 665; Chapin, CCH 
Dec. 15,947(M), 6 TCM 882; Jerry Lester, 
60-2 ustc 99501, 279 F. 2d 354 (CA-2). 
Contra: Saxe P. Gantz, CCH Dec. 20,794, 
23 TC 576; Budd v. Commissioner, 47-2 ustc 
7 9302, 177 F. 2d 198 (CA-6); Warren 
Leslie, Jr.. CCH Dec. 16,383, 10 TC 807; 
Charles Hicks, CCH Dec. 19,752(M), 12 
TCM 700; J. R. Swallen, CCH Dec. 18,330 
(M), 10 TCM 475. 





Alimony 


of the wife may generally be said not 
to be used by the husband as a basis 
for dependency deduction. 


STEPCHILD’S SUPPORT 


One must be careful in connection 
with support for stepchildren.*® Thus, 
if the payment made under a separa- 
tion agreement made part of a divorce 
decree is for the support of the wife’s 
son by a former marriage, it would 
be includible in the wife’s income if 
it enured to her economic benefit. 


INSURANCE PREMIUMS 


Premiums paid on life insurance 
which the husband absolutely assigns 
to his former wife and of which she 
is the irrevocable beneficiary are de- 
ductible by the husband and includ- 
ible by the wife. If she is only the 
contingent beneficiary or is not the 
assignee of the policy, the rule is 
otherwise.*° The wife must have the 
right to the full economic benefit 
thereof. There must be no contin- 
gencies such that she cannot obtain 
the proceeds if she does not survive 
the husband or if she remarries, etc.” 
If the insurance is merely security for 
the payment of alimony, the pre- 
miums are not deductible. 





See A. J. Faber, 59-1 ustc $9285, 264 
F. 2d 127 (CA-3). 


° Beulah Weil, 22 TC 619; I. T. 
1950-1 CB 27; A. E. Ashcraft, 58-1 
7 9308, 252 F. 2d 200 (CA-7); C. G. 
mayer, CCH Dec. 22,335, 28 TC 64. 

* Edna Horn Seligmann v. Commissioner, 
53-2 ustc § 9580, 207 F. 2d 489 (CA-7); 
L. Mandel, 56-1 ustc § 9198, 229 F. 2d 382 
CA-7). 

= Blumenthal, 50-2 ustc J 9363, 183 F. 2d 
15 (CA-3); Baker, 53-1 ustc J 9437, 205 F. 
2d 369 (CA-2); Carmichael, CCH Dec. 
17,718, 14 TC 1356. See also: Estate of 
Frank Smith, 53-2 ustc § 9616, 208 F. 2d 
349 (CA-3); Raoul Walsh, CCH Dec. 20,239, 
21 TC 1063. Payments to insurance trust: 
See Boies C. Hart Estate, CCH Dec. 16,484, 
11 TC 16; Stewart, CCH Dec. 15,967, 9 TC 
195; L. Mandel v. Commissioner, cited at 
footnote 61. 
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MEDICAL AND MORTGAGE PAYMENTS 


Medical payments are generally not 
deductible as alimony.®* But under 
certain circumstances the writer would 
disagree as to this. 

Usually mortgage payments are not 
deductible as alimony. This is because 





® Glasgow, CCH Dec. 19,986, 21 TC 211, 
21,706(M), 15 


(acq.); Fisher, CCH Dec. 
TCM 507. 

*See H. J. Klemm, 
(DC Wis.); £. D. Steelman, 
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the husband is liable on the mortgage 
before the divorce, and, hence, the 
payments are not made because of 
the marital relationship. Or it may 
be that the mortgage has less than 
ten years to run.** But in a proper 
case it could be deductible by husband 
and taxable to wife. [The End] 
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23,585(M), 18 TCM 419; J. P. Bradley, 
CCH Dec. 23,050, 30 TC 701; G. S. Rush, 
59-2 ustc J 9752 (DC Ala.). 
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Tax Fraud Investigations: 


Cooperative or Adversary 
Proceedings? 


By PHILIP E. HECKERLING 


The author is an attorney in Miami, Florida. 


N 1952, INDIVIDUAL TAXPAYERS who had income from inter- 

est failed to report 3.5 billion dollars of income from this source, or 
61 per cent of the total.t Although there has been some improvement 
in the amounts reported since that time, Mortimer Caplin, the newly 
appointed Commissioner of Internal Revenue, has recently pointed 
out that, in spite of an intensive taxpayer-persuasion campaign 
launched by the Treasury, compliance among lower income taxpayers 
rose but receipts from taxpayers in higher income brackets actually 
declined. There was less compliance by the upper income group in 
its reporting of dividend and interest income.’ 

There has been a great increase in fraud cases during recent 
years, and it is estimated that our government loses about 36 billion 
dollars per year because of fraudulent returns.* The amount of tax 
loss is many times greater than the total cost of operating the entire 
Internal Revenue Service for one taxable year.* Prior to 1952, criminal 
prosecutions for tax evasion were instituted on a highly selective 
basis. They were normally limited to instances of flagrant evasion. 
Recently, the Department of Justice has commenced prosecuting cases 
which are significant for their deterrent effect, and less “color” is now 
demanded in evaluating the chances of a successful prosecution.’ If 
the evidence indicates guilt beyond a reasonable doubt, and there is 
a reasonable probability of conviction, the Justice Department will 
prosecute regardless of the size of the deficiency and despite the trial 
hazards caused by jury sympathy in small cases.* Criminal action is 





*Mortenson, “Tax Fraud Before the Treasury and Justice Departments,” 
37 TAxeEs 275 (1959). 


? Wall Street Journal, March 29, 1961, p. 4, col. 3. 

*Freeman and Freeman, The Tax Practice Handbook, p. 415 (1960). 

* Mortenson, cited at footnote 1, at p. 275. 

*Lipton, “The Taxpayer Under Fraud Investigation: Suggestions for Effec- 
tive Representation,” 47 American Bar Association Journal 265 (1961); Mortenson, 
Federal Tax Fraud Law, preface (1958). 

*Schmidt, “Current Department of Justice Criminal Income Tax Policies,” 
38 Taxes 293, 299 (1960). In Janko v. U. S., 60-2 ustc $9580, 281 F. 2d 156 
(CA-8), the tax evaded was $134 for 1954 and $264 in 1955 and 1956, and resulted 
from the disallowance of dependency exemptions for Janko’s own children, 
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now being stressed in cases involving 
personal expenditures which were de- 
ducted as business expenses, and even 
improper deductions for travel and 
entertainment expenses may today 
result in criminal prosecution when 
they previously would have produced 
no more than a negligence penalty.’ 
Lawyers and doctors should be es- 
pecially aware of the threat to their 
professional standing of a conviction 
for filing a false and fraudulent re- 
turn, and several of the larger pro- 
fessional feel required 
to consider disciplinary proceedings 
against a member when he has had a 
fraud penalty assessed against him 
(as compared to a conviction).* In 
view of this increasing emphasis on 
“the development of sub- 
stance and significance for deterrent 
effect” and “cases which will have an 
impact beyond the immediate factual 
situation” ® we shall attempt to re- 
view the procedures and techniques 
employed by the Internal Revenue 
Service in civil and criminal fraud 
cases, as well as some of the means 
to be employed by counsel to safe- 
guard the civil rights of his clients. 


associations 


cases of 


Almost every return, of any con- 
sequence, in addition to being sub- 
jected to mathematical verification, is 
audited either in the office of the 
District Director of Internal Revenue 
or at the taxpayer’s own place of 
Congress has made ample 
provision for both civil and criminal 


business. 





‘Lipton and Petrie, “The Substantial Un- 
derstatement Requirement in Criminal Tax 
Fraud Cases,” New York University Nine- 
teenth Institute on Federal Taxation, p. 1175 
(1961). 

* Freeman, 
sional Man: 
9 Journal of Taxation 2 
“A Problem for Professional Men: The 
Expanding Concept of Tax Fraud,” 45 
American Bar Association Journal 577 (1959). 

* Lipton, “Tides and Tenets in Tax Fraud 
Prosecutions,” 38 Taxes 913, 914 (1960). 

* Kostelanetz and Bender, Criminal As- 
pects of Tax Fraud Cases, p. 4 (1957). 
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penalties in order to keep taxpayers 
in line. Included in this “arsenal of 
power” *° is the 50 per cent penalty 
for an intentional underpayment of 
tax.'' This civil penalty is applicable 
to the entire deficiency including any 
portion attributable to adjustments 
for nonfraudulent items, and the total 
of the tax deficiency, penalty and 
interest frequently approaches, and 
sometimes exceeds, the amount of the 
unreported income.’* The most potent 
weapon of the government, however, 
is criminal prosecution. 

Although formerly known as a 
“145 (b) case” under the present Rev- 
enue Act of 1954, prosecution under 
Section 7201 is and always has been 
the source of most prosecutions for 
taxes.’** This criminal 


cheating on 
fraud penalty provision may result in 
a felony conviction with a five-year 


maximum sentence, and a $10,000 
fine on each count of an indictment 
for income tax evasion. Its imposi- 
tion does not prevent the application 
of the 50 per cent civil fraud penalty, 
and these fraud penalties are in addi- 
tion to the other penalties imposed 
by law. There are a number of other 
sanctions in the tax law beginning 
with a 5 per cent penalty for negli- 
gence and increasing in severity, but 
we shall not go into detail regarding 
these other provisions.** A section of 
the criminal code which is also com- 
ing into broader use in tax cases is 

“1954 Code Sec. 6653(b). 

* Whitaker, “Federal Income Taxes and 
the Civil Fraud Penalty,” 7 Vanderbilt Law 
Review 366 (1954). 

* 1954 Code Sec. 7201. Kostelanetz and 
Bender, cited at footnote 10, at p. 4; Roth- 
wacks, “Indirect Proof of Income,” Tax 
Fraud Cases, Section of ‘Taxation, American 
Bar Association (1951); Boxleitner, “The 
Handling of Tax Fraud Cases: Practical 
Considerations (Part 1),” 2 Practical Law- 
yer 15, 17 (1956). 

* 1954 Code Secs. 6651(a), 7269, 6653(a), 
6654, 6672, 7203, 7206, 7202, 7207, 7205, 7262, 
7273, 7211, 7210, 7212(a), 7212(b). 
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18 United States Code Section 1001 
which imposes a penalty for five 
years and a $10,000 fine for making a 
false statement “in any matter within 
the jurisdiction of any Department or 
Agency of the United Stats.”* In 
addition to such false statement charges, 
there is evidence of an increasing re- 
liance in tax prosecutions upon the 
conspiracy charge, and an indictment 
has even gone to the extreme of 
alleging a conspiracy to make false 
statements.’® 

In the ordinary tax case, the Inter- 
nal Revenue agent may be conduct- 
ing a “field audit” of an individual or 
corporate return and it is usually a 
routine examination. If he is work- 
ing on the case alone, it is still funda- 
mentally a civil case. He may make 
a determination that on the facts and 
the applicable law a deficiency in the 
amount of tax exists for the given 
year or years, and the only penalty 
which the taxpayer usually incurs is 
that he must pay interest at the rate 
of 6 per cent per annum on the de- 
ficiency amount.’* However, if the 
agent uncovers evidence of fraud, the 
agent and the reviewing officials in 
the Internal Revenue Service must 
decide whether a “full-scale investi- 
gation” is warranted, and whether to 
assign a special agent to conduct a 
“joint investigation” with the reve- 
nue agent.’* As soon as a special 
agent of the Internal Revenue Serv- 
ice appears on the scene, it should 
become apparent that the govern- 
ment is considering whether criminal 


prosecution is warranted. 


The Intelligence Unit to which the 


special agent is assigned, and the 
Audit Division, to which the Internal 
Revenue agent is assigned, are both 
separate units within the District 
Director’s office and, in the main, have 
different and separate duties, func- 
tions and purposes. In the normal 
joint investigation, the Internal Rev- 
enue agent will make his report, fol- 
lowed by one written up by the 
special agent in which a recommendation 
for or against criminal prosecution 
will be made. The instructions for 
the agents provide that the Internal 
Revenue agent is responsible for the 
“audit features” of the matter and the 
special agent is theoretically in charge 
of the investigation, with the primary 
responsibility of establishing the 
“criminal features.” However, this 
existence of two different types of 
investigative agents and this differ- 
ence in their functions is not gener- 
ally known or understood by the 
average taxpayer. There are 
occasions when the Internal Revenue 
agent, not the special agent, will in- 
itiate a fraud investigation on his 
own after having first obtained au- 
thority. He may have been stationed 
for a long time in a small community 
and became curious as to why he 
never received for audit the tax re- 
turns of certain prosperous citizens 
of the community. He may also have 
become suspicious as to the sudden 
affluence on the part of a local resi- 
dent. Whether the investigation is 
being carried on by the Internal Rev- 
enue agent or a special agent, it is in 
this area where the protection of the 
taxpayer's rights and privileges comes 


also 





* Balter, “Consequences of False Repre- 
sentations to the I. R. S.: A Script for a 
Modern Morality Play,” 10 Journal of Tax- 
ation 248 (1959); U. S. uv. Sclafani, 55-1 Ustc 
79146, 126 F. Supp. 654 (DC N. Y.); 
Crowley, “I. R. S. Can’t Extend Time for 
Indictment by Finding Later Separate ‘Of- 
fense,’”’ 11 Journal of Taxation 302 (1959). 

*Nye & Nissen v. U. S., 336 U. S. 613 
(1949); Forman v. U. S., 60-1 ustc ¥ 9287, 
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361 U. S. 416; Grunewald v. U. S., 57-1 uste 
{ 9693, 353 U. S. 391; Murphy, “Recent De- 
velopments in the Fraud Field,” New York 
University Seventeenth Institute on Federal 
Taxation, pp. 483, 493 (1959). 

* Boxleitner, cited at footnote 13, at p. 16. 

* Ludlum, “Tax Fraud Investigations: A 
Plea for Constitutional Procedures,” 43 
American Bar Association Journal 1009 


(1957). 
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into conflict with the federal tax 


authorities’ right to require the tax- 
payer or other persons concerned to 
produce books and records and to 
testify in connection with the admin- 
istrative determination of liability. 


In each fraud investigation, the 
special agent, either at the beginning 
or during its course, usually wants 
to examine the taxpayer’s books and 
records and to obtain information 
from the taxpayer. They are charged 
with the duty of gathering the evi- 
dence to substantiate a _ criminal 
charge against the taxpayer, and, for 
both practical and theoretical rea- 
sons, the taxpayer will not be 
informed that he is under a fraud in- 
vestigation.2° The special agent will 
first seek to gather what information he 
can obtain from other sources, such 
as bank records,** without immedi- 
ately employing his statutory right to 
summons.** The taxpayer 
must realize that regardless of the 
many statements issued by the Inter- 
nal Revenue Service on the subject of 


issue a 


correct behavior of revenue agents he 
must face the fact that tax controver- 
sies from their inception are basically 
It is nec- 
essary for him to keep constantly in 
mind in considering criminal fraud 
cases that they present a direct con- 
flict between two basic legal princi- 
ples: (1) every person has an obligation 


“adversary proceedings.” ** 


* Note, “Constitutional Aspects of Fed- 
eral Tax Investigations,” 57 Columbia Law 
Review 676 (1957). 

* Mayer, “Suppression of 
Criminal Tax Proceedings,” 
Law Journal 536, 537 (1960). 

* Bailin, “Banks Ordinarily Cooperate 
with I. R. S. in Tax Examinations of 
Customers,” 14 Journal of Taxation 220 
(1961). 

* 1954 Code Secs. 7602, 7210. See Cohert, 
“Criminal Consequences in Deducting Im- 
proper Expenses,” New York University 
Seventeenth Institute on Federal Taxation, 
pp. 549, 552 (1959), on the constitutionality 
of the summons provisions. 

* Mortenson, cited at footnote 5, at p. 1. 
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to pay his proper share of taxes; and 
(2) every person has a right not to 
incriminate himself.** 


One of the most difficult problems 
which confronts a lawyer represent- 
ing a client who has been advised that 
his income tax liability is under audit 
is how much information voluntarily 
should be given to the revenue agent.”® 
Taxpayers are required by law to 
keep books and records sufficient to 
establish the amount of gross income 
and deductions, credit and other mat- 
ters required to be shown in their 
income tax returns,*® and the Secre- 
tary of the Treasury or his delegate 
is authorized to examine relevant 
books and records or to require their 
production under summons in the 
course of a tax investigation.*” The 
statute does not specify what records 
are to be kept. This is left for the 
regulations, and specific directions by 
the Commissioner, case by case. No 
regulations have been issued.** While 
these provisions of the law may seem 
unexceptional, they become of critical 
importance in cases where fraud is 
suspected and there is a possibility 
of criminal prosecution for tax eva- 
sion. In such cases the government’s 
ability to obtain a conviction may 
hinge upon its ability to obtain ac- 
cess to the taxpayer’s books and rec- 
ords or the records of third parties, 
with the working papers of the tax- 


* Burns, “Review of Fraud Cases During 
the Year,” New York University Eighteenth 
Institute on Federal Taxation, p. 1043 (1960). 

* Boxleitner, cited at footnote 13, at pp. 
30, 38. 

7°1954 Code Sec. 6001. Gould, “Fraud 
Prosecutions and the Constitution,” New 
York University Fifteenth Institute on Fed- 
eral Taxation, pp. 1209, 1210 (1957). 

771954 Code Sec. 7602(1) and (2). Bender, 
“Taxpayers’ Rights in Special Investiga- 
tions,” New York University Fifteenth Insti- 
tute on Federal Taxation, pp. 1285, 1289 
(1957); Balter, “When Should the Tax- 
payer Refuse to Give His Books to the 
I. R. S.?” 8 Journal of Taxation 130 (1958). 

* Work cited at footnote 3, at p. 64. 
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payer's accountant sometimes assum- 
ing particular significance.*® 


The most important restriction 
upon the power of the Internal Rev- 
enue Service to get at the taxpayer’s 
books and records or the records of 
the third parties, is the taxpayer’s 
constitutional privilege against self- 
incrimination, for it permits him to 
refuse to produce records which are 
unquestionably relevant and material 
to the inquiry and which have been 
specifically demanded by the govern- 
ment.*° A very serious problem is 
created by the timing of the assertion 
of the privilege.** Even in the most 
routine type of examination and audit, 
the taxpayer and his attorney are 


charged with the knowledge that any- 
thing voluntarily disclosed can be 
used against the client in a subse- 
quent criminal prosecution for tax 
evasion if the routine investigation 
by the agent leads to proof of fraud.** 
There is no representation that the 


information gathered will be used 
only for civil purposes regardless of 
what the records reveal, and there 
is no duty on the part of the agent 
to warn the taxpayer of his constitu- 


* Comment, “Accountant Must Take Firm 
Stand in Claiming Privileged Communica- 
tion,” 2 Journal of Taxation 368 (1955); 
Bender, “The Accountant’s Role in a Fraud 
Case,” New York University Seventeenth 
Institute on Federal Taxation, p. 511 (1959). 

* Johnston, “Self-Incrimination, Searches 
and Seizures, and Privileged Communica- 
tions in Tax Matters,” University of South- 
ern California 1958 Tax Institute, p. 579: 
Kostelanetz, “Bill of Rights Not Repealed 
for Taxpayers,” 34 Taxes 16 (1956); work 
cited at footnote 19; Avakian, “Searches 
and Seizures,” New York University Seven- 
teenth Institute on Federal Taxation, p. 531 
(1959); Redlich, “Searches, Seizures, and Self- 
Incrimination in Tax Cases,” 10 Tax Law Re- 
view 191 (1955); Gould, cited at footnote 26, 
at p. 1209. The Fifth Amendment, it should 
be noted, applied only to natural persons 
and not to corporations, Williams, ‘“Cor- 
porate Officers as Defendants in Fraud 
Cases,” New York University Eighteenth In- 
stitute on Federal Taxation, p. 1059 (1960). 

* Avakian, “Proper Handling of Potential 
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tional right to refuse to answer ques- 
tions or to permit an inspection of the 
books on the ground of self-incrimi- 
nation.** Whether information so dis- 
closed is considered to be a waiver of 
the privilege of an admission, on the 
assumption that the tax audit is sub- 
ject to the same testimonial privi- 
leges that are obtained in judicial 
proceedings, the Internal Revenue 
or special agent can still testify as 
to what the inspection of the books 
revealed and as to what the taxpayer 
said, even though the taxpayer can- 
not be compelled to produce the books 
in court or to take the stand as the 
accused.** 


The problem really becomes fur- 
ther complicated when it cannot be 
determined by the taxpayer and his 
counsel as to whether the investiga- 
tion is of a civil or criminal nature. As 
was previously indicated, the appear- 
ance of a special agent will be evi- 
dence enough that criminal charges 
are contemplated. However, the fact 
that an investigation is not carried 
on by a special agent has been mis- 
interpreted by some taxpayers with 
somewhat disastrous results.*° Some 


Fraud Cases,” Tulane Seventh Tax Institute, 
p. 349 (1958); Cutler, “Procedures in Civil 
Fraud Cases,” Tulane Ninth Tax Institute, 
p. 200 (1960). 

* Doyle, “Searches and Seizures and the 
Duty to Warn in Fraud Investigations,” 
New York University Fourteenth Institute on 
Federal Taxation, p. 1317 (1955); Turner v. 
U. S., 55-1 ustc 99489, 222 F. 2d 926 
(CA-4); Lipton, “Safeguarding Constitu- 
tional Rights in Tax Fraud Investigations,” 
32 Taxes 263 (1954). 

*% Wheeler v. U. S., 60-1 ustc J 9306, 275 
F. 2d 94 (CA-3); Legatos v. U. S., 55-1 ustc 
9443, 222 F. 2d 678 (CA-9); Blumberg v. 
U. S., 55-1 ustc § 9437, 222 F. 2d 496 
(CA-5); U. S. uv. Frank, 57-1 ustc § 9675, 
245 F. 2d 284 (CA-3); U. S. v. Burdick, 54-2 
ustc § 9475, 214 F. 2d 768 (CA-3); Zacher 
v. U. S., 55-2 ustc 99745, 227 F. 2d 219 
(CA-8); Redlich, cited at footnote 30. 

* Lisansky v. U. S., 1929 CCH STANDARD 
FEDERAL TAX Reports, p. CA-7247, 31 F. 2d 
846 (CA-4); Lipton, cited at footnote 32. 

* Mortenson, cited at footnote 5, at p. 16. 
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of the larger cities have a “fraud 
group” in the director’s office, and 
these Internal Revenue agents divide 
up the work with the special agents 
on the basis of convenience. Some- 
times the special agent makes a 
complete examination of the books him- 
self; on the other hand, the Internal 
Revenue agent may have practically 
all of the necessary facts nailed down 
before a special agent is called into 
the investigation. In the usual situa- 
tion, the special agent will be inter- 
viewing people who are familiar with 
the taxpayer’s affairs and taking their 
sworn statements while the Internal 
Revenue agent is completing his 
audit of the taxpayer's books. 

In the Sclafani case,** the Second 
Circuit held that when a routine civil 
investigation develops into a criminal 
one, it not necessary for the 
agents to announce this change to the 
taxpayer, and any evidence that was 
voluntarily given might be used 
against him. The court felt that the 
ordinary taxpayer knows that agents 


was 


look for any evidence of misreport- 
ing “without regard to the shadowy 
distinction between avoidance and 
evasion, or between mistake and will- 
ful omission.” The court also implied 
that even when the investigation is 
begun as a criminal one, the agents 
need not even warn the taxpayer. It 
declined to suppress evidence volun- 
tarily given by the taxpayer since 





*U. S. v. Sclafani, 59-1 ustc J 9357, 265 
F. 2d 408 (CA-2). 

* Bodkin v. U. S., 59-1 ustc J 9423, 266 F. 
2d 55 (CA-2); Murphy, cited at footnote 16, 
at p. 483. 

* Work cited at footnote 10, at p. 57; 
Mortenson, cited at footnote 5, at p. 48; 
Balter, Fraud Under Federal Tax Law, Pp. 
181 (1953); Lipton, “The Taxpayer’s Rights: 
Investigation of Tax Fraud Cases,” 42 
American Bar Association Journal 325 (1956). 

* In his speech before the American Bar 
Association in Miami, on August 23, 1959, 
Dana Latham, then Commissioner of In- 
ternal Revenue, said that no voluntary dis- 
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there were no _ misrepresentations 


made by the agents.*” 


This problem leads us to the much 
written about and discussed subject 
of cooperation against noncoopera- 
tion.** Let us immediately dispose of 
voluntary disclosures since, until a 
definite policy has been established 
in this regard, no definite prediction 
can be made at this time as to what 
will result if the taxpayer fully re- 
veals all information to the investi- 
gating agent.*® The American Bar 
Association, through its Committee 
on Procedure in Fraud Cases, is still 
pursuing its effort to secure the rein- 
statement of the voluntary disclosure 
policy by administrative action, but 
so far without success.*® In view of 
the foregoing indecision, it is ques- 
tionable whether the present informal 
voluntary disclosure policy will lead 
many lawyers to recommend that a 
fraudulent client make a voluntary 
disclosure, although a failure to do so 
could make a bad impression on a 
jury which would be trying to re- 
solve the illusive question of “willful- 
ness.’’*? 

Full cooperation with the special 
agent is the easiest course to follow 
whenever the evidence in the tax- 
payers possession actually negates 
the existence of fraud. It is evidence 
of good faith should the case ever go 
to the jury and may tend to decrease 


closure policy is being reconsidered, but 
also indicated that there was now a kind 
of informal policy of not prosecuting per- 
sons who make voluntary disclosures. The 
Treasury has learned that juries are sym- 
pathetic to those who make a true volun- 
tary disclosure and it is difficult to get a 
conviction in such cases. 

“See Report of Committee on Procedure 
in Fraud Cases, Section of Taxation, Ameri- 
can Bar Association at p. 77 (1960). 

“ Balter, “A Ten-Year Review of Fraud 
Prosecutions,” New York University Nine- 
teenth Institute on Federal Taxation, pp. 1125, 
1131 (1961). 
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the sentence imposed if there is a 
conviction.” 

If the evidence in the taxpayer's 
possession clearly indicates the exist- 
ence of fraud, the wisest course would 
appear to be not to cooperate, since 
the taxpayer is fully within his rights 
in forcing the government to try to 
prove his guilt without the taxpayer’s 
cooperation.** However, failure to co- 
operate does increase the suspicions 
of the special agent and also tends to 
increase the sentence imposed should 
the taxpayer ultimately be convicted. 


Limited cooperation is advisable 
when the taxpayer’s evidence will tend 
to incriminate him, but the govern- 
ment can get it easily from other 
sources, and by furnishing the: in- 
criminating evidence himself he will 
get the psychological advantages af- 
forded the fully cooperative individual. 
However, the cooperation should be 
limited to an examination of the in- 
criminating books and records, but 


should not include testimony under 
oath nor the furnishing of a signed net 


worth statement.*® In one case the 
Tax Court was partly persuaded that 
the taxpayer’s deficiencies were due 
to fraud by the taxpayer’s unwilling- 
ness to cooperate with the Treasury.* 
In another case, a highly respected 
tax practitioner, formerly Division 
Counsel for the Internal Revenue Serv- 
ice, who had sent in a cashier’s check 
for $12,706.85 for additional taxes due 
on behalf of an undisclosed client was 
found guilty of contempt of court for 
declining to disclose the names of the 


accountants and attorneys who had 
consulted him in this matter.*’ This 
decision was subsequently reversed 
by the Court of Appeals for the Ninth 
Circuit on the proposition that the 
attorney’s privilege in this regard de- 
pended on the law of California where 
the attorney was licensed to practice 
and not on the federal law.** 


This brings us to the question of 
privilege as it is related to the attor- 
ney or accountant and in some in- 
stances attorney-accountant. If the 
client’s own books and records were 
originally privileged, they will remain 
privileged in the hands of his attor- 
ney, but this will not include work- 
papers prepared by the accountant for 
the taxpayer.*® There do not appear 
to be any decisions which clearly de- 
fine the question of privilege where 
accounting work is needed after the 
attorney has been employed. There 
would seem to be some basis for the 
opinion that if the accountant is, in 
fact, employed by the attorney rather 
than by the taxpayer and as part of 
the terms of his employment agrees 
to irrevocably deliver his ‘““workpapers” 
to the taxpayer’s attorney, there would 
be no obligation to turn over such 
records to the Treasury agents on sub- 
poena.*” Where the taxpayer's attor- 
ney is also licensed as an accountant, 
the privilege would probably depend 
on whether the services he performed 
were “legal” or “accounting” with no 
immunity for the latter services.™ 


5 


In the Falsone case,®* it was held 
that an accountant, despite a Florida 





“ Boxleitner, “The Handling of Tax Fraud 
Cases: Practical Considerations (Part 2),” 
2 Practical Lawyer 30, 39 (May, 1956). 

“ Bender, cited at footnote 27, at p. 1301. 

“ Boxleitner, cited at footnote 42, at p. 40. 

* Avakian, “Current Developments in Net 
Worth Method of Establishing Fraud,” 
University of Southern California 1957 Tax 
Institute, pp. 605, 625. 

“J. K. Vise et ux, CCH Dec. 
TC 220 (1960). 

“ Koerner v. Baird, 59-2 ustc ¥ 9517 (DC 
Cal.). 
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“ Matter of Baird, 60-2 ustc $9527, 279 
F. 2d 623 (CA-9). 

”“ Work cited at footnote 10, at p. 52. 

* Lourie and Cutler, “Lawyer’s Engage- 
ment of an Accountant in a Federal Tax 
Fraud Case,” 10 Tax Law Review 227 (1955); 
Mertens, Law of Federal Income Taxation, 
Secs, 47.47 and 47.51. 

* Work cited at footnote 41, at p. 1154. 

® Falsone v. U. S., 53-2 ustc ¥ 9467, 205 
F. 2d 734 (CA-5). 





statute which expressly gave privilege 
to “all communications” and to “all 
information obtained by certified pub- 
lic accountants in their professional 
capacity concerning the business and 
affairs of clients,” would not be recog- 
nized as being privileged with regard 
to his “workpapers.” This decision 
confli:ts with the Baird case,®°* where 
the court interpreted the attorney’s 
privilege by state law, and not on fed- 
eral law, and should the Baird case be 
affirmed, it will probably encourage 
other states to enact statutes similar 
to the one now existing in Florida. 

If the taxpayer and his counsel have 
already agreed to complete or limited 
cooperation, can the taxpayer still be 
further prejudiced in any way by his 
decision? The 1952 Supreme Court 
decision in U. S. v. Beacon Brass Com- 
pany,** has not only made it danger- 
ous for a taxpayer to deal with agents 
investigating his return, but may have 
eliminated the protection of the nor- 
mal statute of limitations for prose- 
cution.”» The statute of limitations 
for both felonies and misdemeanors 
is six years;** however, if before 
the six years has expired a taxpayer 
should make a “false statement” to an 
investigating agent, the government 
may now contend that under the Bea- 
con Brass decision, such conduct not 
only violates “Section 1001” °" but 
may in itself constitute an “attempt” 
to evade and defeat taxes.°* In such 
cases, the six-year statute for the 





*® Case cited at footnote 48. 

* 52-2 ustc J 9528, 344 U. S. 43. 

* Crowley, cited at footnote 15. 

sts 1954 Code Sec, 6531. 

* 18 USCA Sec. 1001. 

* Balter, cited at footnote 15. 

” Work cited at footnote 41, at p. 1133; 
62 Stat. 828 (1948). This statute is now 
a five-year statute. 18 USC Sec. 3282. 

° Comment, “The Statute of Limitations 
for Tax Evasion: The Possibility for Cir- 
cumvention by Administrative Procedure,” 
55 Northwestern University Law Review 97 
(1960). 

* Note, “Perjury and the Income Tax,” 


XXI Brooklyn Law Review 91 (1954). 
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crime of tax evasion, or the three- 
year statute applicable in “Section 
1001” cases,®*® would extend the period 
of limitations since the statute would 
begin to run not from the date of the 
filing of the false return or from the 
date when it became due, but the time 
would be computed from the date when 
the false statement was made. This 
administrative procedure for circum- 
venting the statute of limitations for 
tax evasion could place a cooperating 
taxpayer in a trap.*° An otherwise 
weak case of tax evasion could now 
be prosecuted and a “false statement” 
could also result in perjury counts be- 
ing added to those for tax evasion.*! 

When deciding whether to cooper- 
ate, the taxpayer and his counsel must 
take full cognizance of the means and 
methods that are available to the Treas- 
ury in obtaining information sufficient 
to prosecute, without the necessity of 
the taxpayer’s assistance. Since 1954 
the government has had a tremen- 
dously effective weapon in the tax 
evasion area through its use of the 
“net worth” decisions.®** Although there 
has been criticism of these cases,®* it 
does not appear that the Supreme 
Court will make any changes to de- 
prive the government of this “indi- 
rect method” of proving tax evasion 
by the use of circumstantial evidence.™* 
The procedure is difficult, tedious and 
time-consuming,®* both in specific-item 
and bank-deposit cases. In addition, 
the government must either establish 


® Holland v. U. S., 54-2 ustc $9714, 348 
U. S. 121; Friedberg v. U. S., 54-2 ustc 
1 9713, 348 U. S. 142; Smith v. U. S., 54-2 
ustc J 9715, 348 U. S. 147; U. S. v. Calderon, 
54-2 ustc 9 9712, 348 U. S. 160. 

® Hill, “The Defense of a Criminal Net 
Worth Case in Light of Recent Supreme 
Court Decisions,” 41 Cornell Law Quarterly 
106 (1955). 

PO Se; 
U. S. 595. 

® Bailin, “How the I, R. S. Builds Up a 
Net Worth Case,” 13 Journal of Taxation 17 
(1960). 

® Work cited at footnote 45. 
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a “likely source” of taxable income 
with reasonable certainty or negate 
all possible sources of nontaxable in- 
come.” If at the “opening net worth” 
date there is a “cash hoard” in exist- 
ence, the agents for the government 
must go to great lengths to negate 
the ability of the taxpayer to have 
accumulated all of the monies, They 
will attempt strenuously to have the 
taxpayer sign a net worth statement 
which might indicate the absence of 
any large amount of cash on the open- 
ing date.** (As has previously been 
indicated, if limited cooperation is 
contemplated by the taxpayer and his 
counsel, no signed net worth state- 
ments should be furnished.) Despite 
the duty of the government’s agents 
“leads” that must be 
furnished by the taxpayer to prove 
how he accumulated the cash at the 
opening net worth date, the govern- 
ment is still in a strong position if it 
can furnish sufficient other credible 
evidence to establish the understate- 
ment of income by the net worth 
method.*® <A calculated risk which 
should be recognized by taxpayer and 
counsel is the ability of the govern- 
ment to build its own net worth case 
from information supplied by the tax- 
payer in his attempt to explain how 
he obtained the cash that he had avail- 
able on the opening net worth date.” 
The taxpayer is really in a dilemma 
where the “net worth method” is avail- 
able to the government and the de- 

“ Holland v. U. S., cited at footnote 62; 
work cited at footnote 45, at p. 619; Burns 
and Rachlin, “How to Defend Net Worth 
Case,” 32 Taxes 537 (1954). 

* Lipton and Petrie, “Handling a Net Worth 
Investigation: Techniques That Strengthen 
Your Case,” 11 Journal of Taxation 117 
(1959). 

"U.S. v. Ford, 56-2 ustc 7 9823, 237 F. 
2d 57 (CA-2); Smith v. U. S., 56-2 ustc 
7 9830, 236 F. 2d 260 (CA-8); Mighell v. 
U. S., 56-2 ustc § 9630, 233 F, 2d 731 
(CA-10). 

* Work cited at footnote 41, at p. 1146. 

" Case cited at footnote 64. 
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cision of whether to cooperate or not 
is in these instances most difficult. 

To balance the advantages gained 
to the government by the “net worth” 
decisions, including the Massai case,” 
some solace may be obtained by the 
taxpayer and his counsel from the 1957 
Supreme Court decision of Jencks v. 
U. S."* The Supreme Court, in that 
case, stated that where the demand 
is for specific documents, consisting 
of prior statements of persons who 
had appeared as witnesses before the 
Federal Bureau of Investigation and 
such statements are relevant and compe- 
tent, there is an absolute right to dis- 
covery if such evidence is outside of 
any exclusionary rule.** Three months 
after the decision, Congress adopted 
a provision establishing procedures for 
the production of government records 
in criminal cases in the United States 
courts, commonly referred to as the 
Jencks Act.” 

In view of the Jencks decision, it 
was argued in the Palermo case * by 
the defendant that since at least two 
of the witnesses from whom the 
government had taken statements 
would necessarily be called by the 
government at the trial in order to 
make out a case, and that since under 
the Jencks case the defendant would 
be entitled to inspect the statements 
of such witnesses put on the stand, 
the defendant should be allowed to 
have such documents before the trial 
under Rule 17(a) of the Federal Rules 
of Criminal Procedure. In rejecting 

353 U. S. 657 (1957). 

* See Comment, “The Jencks Legislation: 
Problems in Prospect,” 67 Yale Law Journal 
674 (1958); Comment, “The Aftermath of 
the Jencks Case,” 11 Stanford Law Review 
297 (1959); Comment, “Application of the 
Policy of Secrecy of Grand Jury Testimony 
as a Limitation on the Right of Discovery 
After Witness Has Testified at Trial,” 48 
California Law Review 160 (1960). 

*18 USCA Sec. 3500. 

°>U. S. v. Palermo, 5 


7-2 ustc 9 9771, 152 
. 825 (DC Pa.); Palermo v. U. S., 





the defendant’s contention the Court 
held that the Jencks case did not intro- 
duce any revolutionary principles into 
the trial of criminal cases, but that 
the new innovation was that defense 
counsel was now permitted to make 
inspection of statements or reports in 
the government’s possession without 
the necessity of laying a preliminary 
foundation of inconsistency. The Court 
would then inspect the statements in 
camera to determine what portions 
should be made available to the de- 
fense.”® It may be expected that in 
the future strenuous efforts will be 
made to ferret out the names of in- 
formers, as well as to locate flaws in 
the government’s case by way of com- 
ments in the agent’s memoranda or 
reports. It is also certain to affect 
tax counsel in his decision to have the 
civil trial precede any criminal trial.”” 


Despite all the publicity which the 
Fourth and Fifth Amendments have 
received in recent years, their real 
meaning and the scope of their pro- 
tective provisions are not well known, 
particularly as applied to examina- 
tions of books and records.** The 
power to investigate income tax lia- 
bility is conferred by Section 7602 of 
the Internal Revenue Code of 1954, 
and this section authorizes the Secre- 
tary of the Treasury, or his delegate, 
to conduct examinations for the pur- 
pose of ascertaining the correctness 
of any return, making a return where 
none has been made, determining lia- 
bility for the tax and collecting any 
such liability.’ The constitutional prob- 





** Mertens, cited at footnote 50, Vol. 10, 
Sec. 55 A. 19, p. 67. 

* Schmidt, “Civil or Criminal Trial First? 
A Close and Difficult Question,” 12 Journal 
of Taxation 347 (1960). 

* Avakian, “Searches & Seizures,” New 
York University Seventeenth Institute on Fed- 
eral Taxation, p. 531 (1959); Lipton, “Trends 
in Tax Fraud Investigations and Litigation,” 
34 Taxes 267 (1956); Avakian, “Rights and 
Remedies of Taxpayers Suspected of Fraud,” 
33 Taxes 878 (1955); Lipton, “Procedural 


816 


October, 1961 @ 


lems usually arise when the Govern- 
ment attempts to use the defendant’s 
books and records as evidence against 
him, as was indicated from the Su- 
preme Court decision in Shapiro v. 
United States.°° In that case (a five- 
to-four decision), the Court held that 
records required to be maintained by 
the OPA were not within the protec- 
tion of the Fifth Amendment. On 
April 15, 1955, the Court of Appeals 
for the Fourth Circuit decided Beard 
v. United States,** and held that books 
and records of an individual taxpayer 
required to be kept by the Internal 
Revenue Code fell outside the pro- 
tection of the Fifth Amendment. It 
based its decision squarely on the 
Shapiro case. In Blumberg v. United 
States, the Fifth Circuit after holding 
that the defendant had waived his 
rights, said by way of dictum that 
compulsory production of taxpayer’s 
books would violate the constitutional 
protection against self-incrimination. 
While Beard’s petition for certiorari 
was pending in the Supreme Court, 
counsel for Beard brought to the at- 
tention of the Court the Blumberg 
case to show that there was a conflict 
between the Fourth and Fifth Cir- 
cuits on this question. Nevertheless, 
the Supreme Court denied certiorari.®* 


Although the Shapiro case has cast 
a long shadow over the assumed im- 
munity of a taxpayer’s personal books 
and records, to date, neither the Treas- 
ury nor the Department of Justice has 
indicated an intent to push the impli- 
cations of Shapiro at the investigative 





Aspects of the Subpoena Power,” New York 
University Sixteenth Institute on Federal 
Taxation, p. 1087 (1958). 

*® Greenside, “The Importance of the Origi- 
nal Tax Return in Civil Fraud Cases,” 36 
TAxeEs 322, 325 (1958). 

® 335 U. S. 1 (1948); Meltzer, “Required 
Records, the McCarran Act, and the Privi- 
lege Against Self-Incrimination,” 18 Uni- 
versity of Chicago Law Review 687 (1951). 

55-1 ustc | 9400, 222 F. 2d 84 (CA-4). 

* Gould, cited at footnote 36, at p. 1211. 
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or administrative level.** Since the 
Solicitor General advised the Supreme 
Court that the government did not 
construe the Beard case as extending 
the Shapiro doctrine to income tax 
records and further advised the Su- 
preme Court that if the Beard case 
did represent such an extension of the 
Shapiro doctrine the government would 
not have opposed certiorari, it appears 
that the government does not plan to 
argue in the lower courts for an ex- 
tension of the Shapiro doctrine to tax 
cases. However, the Seventh Circuit 
recently cited Shapiro and Beard as 
authority for the proposition that 
records required to be kept under the 
wagering tax provisions of the tax 
law come within the “required rec- 
ords exception” ™* to the privilege 
against self-incrimination. In the par- 
ticular case,** this meant that books 
and records seized under a search 
warrant from gamblers could be used 
as evidence to prove the crime of at- 
tempted wagering tax evasion. Al- 
though the wagering tax is more of 
a regulatory device than a revenue 
collection device, as is the income 
tax, the fact that the government has 
successfully applied the Shapiro rule 
to wagering taxes could open the door 
to its use in income taxes. 


In conclusion, the taxpayer and his 
counsel should become aware of the 
current expanding concept of what is 


a criminal tax fraud case. Since the 
statutory definition of criminal tax 
evasion is extremely broad,* the de- 
cision as to who should or should not 
be prosecuted on this charge has been 
mainly an administrative one. There 
is strong evidence that there is an 
increasing awareness at the adminis- 


"Work cited at footnote 41, at p. 1153, 
n. 117. 

“ Lipton, “Record Keeping and the Privi- 
lege Against Self-Incrimination,” New York 
University Fourteenth Institute on Federal 
Taxation, p. 1331 (1956). 

*U. S. v. Thomas D. Clancy, 60-1 ustc 
q 15,291, 276 F. 2d 617 (CA-7). 
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trative level that an expanding con- 
cept of what is a criminal tax fraud 
is permissible as a result of favorable 
court decisions, and should be put to 
use. For example, recently some tax- 
payers have been using the Treasury 
for banking purposes. Fully realizing 
that they could not borrow tax money 
at 6 per cent on a regular loan, they 
have filed their returns on time but 
did not pay their tax. In one instance, 
the senior partner of a reputable law 
firm filed his income tax returns on 
time for the years 1945 through 1954, 
but made nominal or no payments 
of his taxes that were then due and 
owing. The Treasury made repeated 
efforts to collect the taxes, but was 
unsuccessful and it finally charged 
him with the crime of willful failure 
to pay his taxes.** Although the court 
cited the Spies ** standard, it was 
unable to find sufficient evidence to 
support a finding of “willfulness.” 
Irrespective of the outcome of the 
decision, the mere threat of criminal 
action in future cases may be enough to 
discourage borrowing from the Treas- 
ury. In Joseph W. Janko v. U. S.,®* the 
taxpayer was tried and convicted for 
tax evasion for making a fraudulent 
understatement of tax even though 
there was no omission or concealment 
of income. The court held that the 
fact that the taxpayer did not know 
exactly how much others were con- 
tributing to the support of his chil- 
dren did not negate an intent to evade 
taxes by falsely claiming them as 
dependents where he must have been 
aware of the cost of the children’s 
support and the value of the contri- 
butions made by others. While Janko 
did not know exactly what his wife 


* 1954 Code Sec. 7201. 

*"U. §. v. Isidore Goodman, 61-1 
{ 9213, 190 F. Supp. 847 (DC IIlL.). 

® Spies v. U. S., 43-1 ustec J 9243, 317 U. S. 
492. 

* Case cited at footnote 6. 
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spent, the court felt that he should _ statement of tax or income is no longer 
have had some concept of the cost of merely of academic interest, and the 
a child’s support. Internal Revenue Service announced 

It should be obvious from the fore- that 54 convictions had been obtained 
going that tax fraud investigations in dividend and interest cases during 
will become more prevalent as the 1960, and that more than 400 such 
Treasury seeks to recover what it be- Cases were in various stages of in- 


lieves is rightfully due to the govern- vestigation or prosecution.”* In light 
ment from its citizens. Conduct which of these developments, it would ap- 


may formerly have been considered pear that the failure to appreciate that 
passable, or at the most, negligent, is tax fraud cases are of a criminal na- 
now being construed as indicative of ture and are truly “adverse proceed- 
fraud.” Continual prosecution of tax- ings” could result in the taxpayer 
payers who have handled their tax “hanging” himself. Cooperation is cer- 
matters in a certain wav will eventu- tainly recommended and should never 
ally lead to an inference that some- be discouraged, but should only be 
thing is improper when a taxpayer contemplated after a complete and 
conducts himself in a similar manner. ¢Xhaustive study has been made by 
Although such prosecutions will usu- the taxpayer and competent tax coun- 
ally start with flagrant violators, stand- sel of all of the facts and evidence, 
ards will eventually be established and then only when they are both 
which will educate the public to what convinced that the client is not going 
is expected to avoid having a deficiency tO “cooperate” himself right into jail 
assessed for violation of the income and bankruptcy. [The End] 


tax laws. The “substantial” under- 


PROFESSIONAL CORPORATION UNION ANNEXES THREE STATES 


The list of states enacting professional corporation or 
association laws in answer to the Kintner regulations keeps 
on growing. Lately Illinois, Pennsylvania and Wisconsin have 
passed laws which will enable professional groups in those 
states to form organizations which will stand good chances 
of qualifying under the Kintner rules as corporations for fed- 
eral income tax purposes. With qualification, of course, will 
go the right to have a retirement or pension plan, or other 
types of benefits usually reserved to corporate employees. 


Here is the up-to-date box score of those states which 
have enacted laws or now have bills pending or proposed. 


Laws enacted.—Arkansas, Connecticut, Florida, Georgia, 
Illinois, Minnesota, Ohio, Oklahoma, Pennsylvania, South 
Dakota, Tennessee and Wisconsin. 


Bills pending.—Alabama. 


Bills proposed but not enacted.—Legislatures adjourned 
without taking action on proposals in California, Indiana, 
Iowa, New York, North Carolina, Oregon ‘and Rhode Island. 
\ 
* Crowley, “Bargaining Position or Fraud "Work cited at footnote 7. 
in Claiming Deductions,” New York Umi- 


versity Nineteenth Institute on Federal Tax- 
ation, p. 1159 (1961). 
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Taxation of Distributions 
from Qualified Pension 
or Profit-Sharing Plans 


By IRA A. LEVY 


The author is an attorney in Newark, New Jersey. 


T HAS ONLY BEEN in the very recent years that attention to 
the complex and diverse problems of distributions from qualified 
pension or profit-sharing plans has received attention.’ Yet it would appear 
that one of the most perplexing issues has gained only minor attention. 
The problem relates to the language of Section 402(a)(1) which 
makes taxable to the employee the amount actually distributed or 
made available. This raises questions of constructive receipt inso- 
far as it would seem that amounts which the employees can obtain 
(unless specifically excepted by statute or regulation) are construc- 
tively received. As a generality, it might be concluded that if an 
employee has an option to obtain cash in lieu of the annuity, he is in 
constructive receipt of income. The question that is the subject of 
inquiry then is whether the concept of the phraseology “or made 
available” is different than constructive receipt. Stated another way, 
the query becomes one of whether the doctrine of constructive receipt 
applies to Section 402 of the IRC, and to what extent. 


Constructive Receipt 


In order to arrive at an intelligent comparison, we should define 
the basic concepts of “constructive receipt” and of “made available to 
any distributee.” An examination of the doctrine of constructive 
receipt is in order. This particular discussion, while elementary, is 
included for ease of analysis. 

Section 61 of the Internal Revenue Code of 1954 sets out the 
definition of gross income. The general rule is that items are included 
in gross income for the taxable year in which they are received by the 
taxpayer. However, under certain circumstances, discussed below, 
there may be a constructive receipt of income even though the actual 








*Morris D. Grayck, “Taxation of Distributions,” 39 Taxes 1 (1961). This 
well-written article deals with the variety of consequences from qualified plans. 
It contains specific situations, whereas the instant paper concerns itself with a 
more general aspect which could possibly affect the distributions from any 
qualified plan. 
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receipt is deferred. In such cases the 
income will be taxable for that period 
when constructively received. 


Thus, while it is the receipt which 
is essential to the taxpayer on the 
cash basis, it is not a prerequisite of 
includibility in gross income that the 
taxpayer actually receive the money or 
income. Whenever it is available to 
him, and he is authorized or able to 
receive it, it is included in gross in- 
come. This is the rule of construc- 
tive receipt.’ 

The doctrine has generally been 
justified on the ground that it closes 
a door to fraud, which might result if 
it were left to the power of the tax- 
payer to reduce income to possession 
at such time as would best suit his tax 
purposes.* However, where a dividend 
was declared in November, payable 
on or before December 31, and the 
check was not delivered until January 
2 of the subsequent year, following a 
regular practice of the issuing cor- 
poration, the United States Supreme 
Court found no constructive receipt 
in the earlier year.* The dividend cases 
are decided on their peculiar facts.® 


In examining the cited authorities 
dealing with the nature and purpose 
of constructive receipt, we see the 
evolution of the principle that a tax- 
payer may not determine to his own 
special advantage, when to receive in- 
come for the purpose of tax avoidance, 
or tax evasion. The judicial authori- 
ties further evoke a rationale of ex- 
amining the true facts, and ascertaining 
whether or not there exists an inten- 
tion to arrange a convenient tax result. 
If the intention is lacking it would 
appear that the doctrine of construc- 


? Helvering v. Gordon, 37-1 ustc { 9088, 87 
F, 2d 663 (CA-8). 

* Loose v. U. S., 
147 (CA-8, 1934). 

* Avery v. Commissioner, 4 ustc J 1277, 292 
U. S. 210 (1934). 

® See also Eldridge v. Commissioner, CCH 
Dec. 8656, 30 BTA 1322 (1934), aff’d, 35-2 
ustc J 9612, 79 F. 2d 629 (CA-9); Harkness 
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tive receipt might be avoided, if the 
availability of the income is question- 
able or uncertain. 


Perhaps the doctrine itself is less 
conclusive or prevailing than gen- 
erally thought. In Commissioner v. 
Timken, 44-1 ustc § 9276, 141 F. 2d 
625 (CA-6), the court, in speaking of 
constructive receipt, stated at page 629: 


“Moreover, we have been warned by 
a court of highest repute (Moran v. 
Comm., 1st Cir. 67 I’. 2d 601) that the 
doctrine of constructive receipt is of 
doubtful value and it has been ob- 
served that the doctrine should be 
cautiously and sparingly applied. Mer- 
tens, Law of Federal Income Taxation, 
Vol. 2, sec. 10.02, p. 3.” 


The reason for constructive receipt 
is to close the door to tax avoidance 
and possible evasion, since a taxpayer 
should not have the right to select a 
year in which to reduce income to 
possession. However, it is at most a 
conceptual device whose primary func- 
tion is to bring about a fair and rea- 
sonable application of income taxation. 
Mertens, cited above. 


For the general rule for taxable 
year of inclusion, see 1954 Code Sec- 
tion 451.° The doctrine therein treats 
as taxable, income which unqualifiedly 
is subject to the demand of the tax- 
payer using cash receipts and dis- 
bursements method of accounting even 
though not received in cash. Accord- 
ing to the Commissioner, there is no 
constructive receipt if there are re- 
strictions, limitations, or conditions 
placed on the availability of the income. 


Under the general doctrine of con- 
structive receipt, a taxpayer may not 


v. Commissioner, CCH Dec. 8861, 31 BTA 
1100 (1935); Commissioner v. Bingham, 1929 
CCH Sranparp FeperAL TAX Reports Cts. 
Vol., p. CCA-7362, 35 F. 2d 503 (CA-6); 
Shearman v. Commissioner, 1933 CCH J 9431, 
66 F. 2d 256 (CA-2). 

*Reg. 1.451-2 deals with the constructive 
receipt of income. 
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deliberately turn his back upon income 
and select the year for which he will 
report it... Nor may the taxpayer 
make a private agreement to postpone 
receipt of income from one taxable 
year to another. The statute and 
doctrine of constructive receipt can- 
not, however, be administered by spec- 
ulation as to whether the taxpayer 
might have agreed to earlier receipt.°® 
In the two cited cases, which collate 
a group of authorities for the hold- 
ings, the court reaffirmed the principle 
that the doctrine of constructive receipt 
was to be sparingly used. The regula- 
tions under Code Section 451 contem- 
plate, under the cash receipts and 
disbursements method, that the receipt 
may be constructive ; and the doctrine 
is set out herein. 


By way of expansion, it is signifi- 
cant to note that a mere promise to 
pay, not represented by notes or se- 
cured in any way, is not regarded as 
a receipt.2® Constructive receipt in- 
cludes cash equivalent.” 


The doctrine of constructive receipt 
may be characterized as broad and 
comprehensive, and the above is at 
least a brief introduction to the area. 
The doctrine is necessarily expanded 
and integrated in the following material. 


It is also pointed out that the doc- 
trine of constructive receipt is a deter- 
mining tax factor in the area of deferred 
compensation plans which are non- 
qualified.27 Again, in this area, to 
avoid constructive receipt it is neces- 
sary to impose limitations and restric- 
tions on the taxpayer’s right to receive 
the compensation. “Made available” ** 


* Hamilton National Bank v. Commissioner, 
CCH Dec, 8240, 29 BTA 63 (1933). 

5 Lewis v. Commissioner, CCH Dec. 8500, 
30 BTA 318 (1934). 

*J. D. Amend v. Commissioner, CCH Dec. 
17,122, 13 TC 178, acq., CB 1950-1; C. E. 
Gullett v. Commissioner, CCH Dec. 8857, 31 
BTA 1067 (1935). 

”U. S. v. Christine Oil Company, 269 F. 
458 (DC La., 1920); Jackson v. Smietanka, 
1 ustc J 39, 272 F. 970 (CA-7, 1921). 
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continues to resemble “constructive 
receipt.” Certain examples of non- 
qualified plans are also included in the 
following material. 


Taxability Under Section 402(aX1) 
Constructive Receipt Doctrine 
Under This Section 


By way of introduction, it should 
be mentioned that while discussing 
nonqualified programs, the scope of 
this paper is limited to taxability of 
a participant in a qualified employee 
pension plan or profit-sharing plan. 
This necessarily requires an assump- 
tion that the reader is familiar with 
the Code and regulations respecting 
such employee plans of the pension 
and profit sharing types as covered in 
Code Sections 401, 402, 403, 404 and 
related sections. (No differentiation 
as to the type of plan is made in the 
discussion. ) 


Briefly, Section 401 establishes the 
requirements for qualification of em- 


ployees’ plans or trusts which set up 
reserves to make future payments to 


employees. The plan, or trust, is not 
taxed since it is treated as an exempt 
organization. The requirements are 
set up to preclude a plan from dis- 
criminating in favor of shareholders, 
officers, executives or highly compen- 
sated employees; and also to prevent 
the use of trust income or corpus for 
purposes other than the exclusive benefit 
of the employees. If the trust meets 
the requirements of Section 401, the 
employer can deduct the contributions 
to the trust. The employer may also 
purchase employees’ annuities under 


" Henritze v. Commissioner, CCH Dec. 
11,023, 41 BTA 505 (1940). 

*See Rev. Rul. 60-31. Such plans are 
often used to compensate certain executives 
or employees in a discriminatory manner, 
or where there is no qualified plan in effect. 
An analysis of this ruling helps to illustrate 
wherein the niceties of comparison (if any) 
between “constructive receipt” and “made 
available” lie. 


* Code Sec. 402(a)(1). 
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a plan which meets the Section 401 
requirements, and deduct the premi- 
ums. There is a statutory ceiling on 
deductibility set out in Section 404 for 
the various types of plans. If the 
plan or trust does not qualify, em- 
ployer’s payments to it may still be 
deductible, but only if the employees’ 
rights are nonforfeitable, and if the 
payments meet the test of reasonable 
compensation. 


There are other areas of deductibil- 
ity not discussed, and the possibility 
of (a) a trust losing its exemption, 
as well as (b) a plan which is dis- 
qualified retroactively are not dis- 
cussed here. 


The next area we get into is within 
the subject matter of this paper. This 
is the area of rules for the taxing of 
the employees as their beneficiaries. 
This area has two aspects: the taxabil- 
ity of employees with regard to em- 
ployer contributions ; and the taxability 
of employees or their beneficiaries with 
respect to payments from exempt em- 
ployees’ trusts or employee annuity 
plans. These rules are covered by 
and large by Code Sections 402 and 
403. We are concerned with the tax- 
ability of payments to employees or 
their beneficiaries. Specifically, we 
are concerned with Section 402(a) (1) 
—The General Rule—and an attempt 
to define the meaning of the language 
“made available,” as set out in the 
problem. A discussion of this ex- 
pression follows, and, ultimately, the 
conclusion as to meaning. This paper 
does not go beyond the specific prob- 
lem and does not deal generally with 
all the aspects of taxability of employees. 


The Treasury explains that the 
“amount placed to the employee’s credit 
in the trust fund becomes available to 
the employee at the time when he first 
acquires an unrestricted right to with- 
draw such amount.” The employee’s 

* Rev. Rul. 54-265, 1954-2 CB 239. 

* Reg. 1.402(a)-1(a) (1) (i). 

* Reg. 1.402(a)-1(a)(2). 
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interest in an exempt profit-sharing 
trust is “made available” to him at 
the earliest date upon which he could 
have received a lump-sum distribution 
in lieu of installment payments based 
on life expectancy. The condition 
that the employee make written re- 
quest of the trustee for payment of 
the entire amount was ruled to have 
no real substance.™* 


This basic premise above apprises 
the tax planner of the close alignment 
between the language of Section 402 
(a)(1) and the doctrine of construc- 
tive receipt. 


The inquiry remains, then, as to 
whether the language of Section 402 
(a)(1) means constructive receipt, 
and, if it does, whether the doctrine 
is applicable in accordance with the 
general principles of constructive 
receipt. 


As to this query, the regulations 
are not particularly enlightening.’® 
The regulations do say that distribut- 
ing an annuity contract with a cash 
surrender value to the employee does 
not make it “available” to him in the 
tax sense, unless and until he actually 
surrenders the contract.* The same 
rule would apply to a retirement in- 
come, endowment or other life insur- 
ance contract which upon its distri- 
bution to the employee is irrevocably 
converted into or settled as an an- 
nuity contract.” 


The Treasury has implied that the 
fact that a participating employee has 
the option to receive a distribution 
does not necessarily mean that it is 
deemed to have been made available to 
him; for example, a qualified profit- 
sharing plan may give all eligible 
employees an option to take their 
share in cash instead of having the 
employer contribute it to the plan, 
and then leaving it there on the terms 


*Mim. 6461, 1950-1 CB 73; Reg. 1.402 
(a)-2. 
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of the plan. The existence of the op- 
tion by itself does not disqualify the 
plan, as long as coverage of, and con- 
tributions for, those who elect not 
to take cash are nondiscriminatory.** 
This ruling therefore seems to imply 
that those employees who defer re- 
ceipt of cash under the plan are not 
deemed to have received it, solely be- 
cause they could have received it in 
cash. This conclusion, it must be 
pointed out, is what the writer reads 
into this ruling. The ruling itself deals 
with qualification of the plan. 


If left here, the discussion would 
seem to negate application of con- 
structive receipt in a clear case, but 
a decisive factor exists in the rulings. 
The option must be exercised before 
the close of each taxable year with 
respect to the share for that year; 
that is to say, at a time when it was 
not known if any profit was available, 
and prior to any contribution actually 
being made.*® 


The rationale, therefore, is that 
funds are not “available” if prior to 
their existence an option to accept an 
annuity is exercised. Clearly, then, 
there was no constructive receipt. The 
base conclusion is not an admission 
that a taxpayer is choosing the time 
of payment; but rather that prior to 
the existence of any rights to income 
the rights are waived by the proposed 
recipient.”° 

The Treasury expands the expla- 
nation by saying that a participant’s 
interest in an exempt employees trust 
is not made available to him where 
there are substantial conditions or re- 
strictions on his right of withdrawal. 
Thus, a participant’s interest would 
not be available where withdrawal is 
conditioned on a forfeiture of a por- 
tion of his distributable interest. Also, 

* Rev. Rul. 56-497, 1956-2 CB 284. 

* See Rev. Rul. 54-265, 1954-2 CB 239. 

*See Rev. Rul. 60-31, Case 3, which by 
analogy is a far broader concession than 
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if the trust indenture or the plan of 
which it is a part provides for an 
irrevocable election—prior to the time 
his interest becomes distributable to 
him—to have such distribution of such 
interest deferred to a fixed or deter- 
minable future time, such as ten years, 
or upon his prior retirement, sever- 
ence of employment, death, or disa- 
bility, his interest is not made available 
prior to such time or occurrence of 
any of the events enumerated.” 

We further see where a participant 
in a qualified employees profit-sharing 
trust may elect at any time prior to 
completion of 14 years of continuous 
service to file a written declaration for 
distribution of his trust funds upon 
completion of 15 years of continuous 
service and where he may otherwise 
receive a distribution of the trust 
funds only upon termination of his 
services, the trust funds are not “made 
available” by reason of the right to 
make an election.2? The only com- 
ment that can be made is that this 
follows from the fact that the making 
of an election is regarded as a sub- 
stantial condition, since failure to make 
the election within the time specified 
would prevent a participant from re- 
ceiving any of the trust funds except 
upon his death or termination of 
services. 


Where total distributions payable 
are paid within one taxable year of 
the distributee on account of the em- 
ployee’s death or other termination of 
services or death after termination of 
service, long-term capital gain will be 
accorded such a distribution.”® It is 
easy, therefore, to see why includi- 
bility in earlier years would have ex- 
treme adverse affects on participants. 
The rules clearly indicate a trend 
along the legal line of constructive 
receipt. 
the grace granted our employee under a 
qualified profit-sharing plan. 

* Rev. Rul. 55-423, 1955-1 CB 41. 

* Rev. Rul. 55-425, 1955-1 CB 43, 

* Code Sec. 402(a) (2). 





Summarizing the above, an employ- 
ee’s interest is not “made available” 
to him if: 

(a) he either suffers a serious detri- 
ment by taking what is available; or 


(b) gives up the “available” amount 
by making a prior irrevocable elec- 
tion to defer receiving his share until 
some fixed or determinable future time. 


Therefore, a participant’s interest is 
not made available where there are 
substantial conditions or restrictions 
on his right of withdrawal. Whether 
voluntary irrevocable deferment is 
evidenced by the employee’s affirm- 
ative action or by his inaction makes 
no difference. 


In both cases, however, the detri- 
ment or voluntary deferment must be 
substantial. For example, an amount 
is not made available if by receiving 
his share or filing an election to do 
so, the employee would give up any 
further participation in the plan.” 


In explaining and expanding on 
conditions or restrictions, the Treas- 
ury Department says the right to 
draw out 10 per cent of the amount 
accumulated for an employee in a 
profit-sharing trust over the past ten 
years does not make the 10 per cent 
portion available if withdrawal is sub- 
ject to a committee’s approval which 
can only be obtained on proof of finan- 
cial necessity.”* Nor do changes of a 
purely technical character at employ- 
er’s level make the amounts available 
to the employee if in fact his share 
remains tied up. 


A further illustration is found if a 
participant in an employee’s qualified 
pension plan works beyond normal 
retirement age specified in the plan 
and, prior to such specified age, makes 
an irrevocable election to receive total 
credits only upon termination of his 

* Rev. Rul. 55-423, 1955-1 CB 41. 

* Rev. Rul. 55-423, 1955-1 CB 41; Rev. 


Rul. 55-425, 1955-1 CB 43. 
* Rev. Rul. 55-424, 1955-1 CB 42. 


824 


October, 1961 @ 


services with employer: the amount 
of his credits will not be deemed to 
have been made available to him until 
such time as he actually terminates 
his services, at which time he will be 
entitled to treat the total distribution 
as capital gain.?’ 


The general conclusion to be gleaned 
from the cited rulings is that if the 
general principles of constructive re- 
ceipt were found to exist, the funds 
would be deemed to have been avail- 
able, and that there is no difference in 
meaning between the two expressions. 


It may be said that the usefulness 
of the plan depends partially on de- 
ferral or postponement of inclusion 
in the gross income of the employee 
until he receives the payments. The 
Code may not so provide. Thus, we 
get into the problems of Section 402 
(a)(1).78 The resolutions of this prob- 
lem may further be enlightened by 
examination of the cases dealing with 
inclusion of income. Such a discus- 
sion is included below. It should be 
pointed out that the doctrine of con- 
structive receipt pervades the area. 
The writer is committed to the po- 
sition that the definition of “made 
available” in the context of a particu- 
lar factual situation must be tested 
under the rules of constructive re- 
ceipt. This is not to say that the vari- 
ous revenue rulings in the area of 
Section 402 are at variance with this 
conclusion, since the writer feels the 
Treasury has carefully related “con- 
structive receipt” to “made avail- 
able.” Therefore, justification within 
the interpretation given to inclusion 
in the rulings dealing with Sections 
401-404 is found in each instance in 
the general law of constructive re- 
ceipt as it relates to inclusion under 
Code Section 451, 

* Rev. Rul, 57-260, 1957-1 CB 164. 

* Code Sec. 402(a)(1); that is, the tax- 


ability of any amount “made available” to 
the employee. 
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It remains equally clear to the writer 
that exactly when an amount is deemed 
to have been made available to a 
beneficiary under a qualified exempt 
employee’s trust is a troublesome 
question.”® If the facts can be fit into 
a specific regulation, ruling or case, 
a simple resolution is had. It would 
therefore seem that the tax planner 
can, in this manner, obviate the pit- 
falls, dependent on the desires or 
objective of the particular plan. A 
general pattern exists where nonin- 
clusion, that is, no constructive re- 
ceipt, has resulted or can result. 


To reiterate, the issue of the partic- 
ipants interest being “made available” 
falls into two general categories: (1) 
penalties for withdrawal; and (2) a 
prior irrevocable election to defer dis- 
tribution to a fixed or determinable 
future date.*° Conditions without sub- 
stance should not prevent the par- 
ticipants interest from being made 
available.™ 


The judicial construction of “made 
available” seems to have been deline- 
ated in Dillis C. Knapp, CCH Dec. 
10,952, 41 BTA 23 (1940), and A. M. 
Berry Estate, CCH Dec. 12,043, 44 
BTA 1254 (1941). 


In Knapp, a participant in the Sears, 
Roebuck and Company’s employees Sav- 
ing and Profit Sharing Pension Fund 
is taxable on the income of his par- 
ticipation in 1934 when the credit to 
his account was actually distributed 
to him. No part of that income was 
constructively received by the partic- 
ipant or “made available” to him in 
prior years so as to be subject to in- 
come tax in those years where, in 
order to obtain the funds, he would 
have had to withdraw permanently 
as a participant and forfeit his right 
to participate further in the distri- 
bution of the profits. 


* See Rev. Rul. 54-265. 
* See Rev. Rul. 55-423. 
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The taxpayer attempted to invoke 
the doctrine of constructive receipt 
in prior years (in 1934), to escape the 
tax on the amount distributed. The 
taxpayer did not report amounts cred- 
ited as income in prior years. Under 
the fund, a trust, the participant 
could withdraw all monies and se- 
curities credited to his account. A 
depositor with less than ten years 
could withdraw only his cash contri- 
butions. A depositor who withdrew 
was not permitted to re-enter the 
fund. Petitioner exercised a partial 
withdrawal privilege in 1928 for $600 
and $400 in 1929. In 1934, petitioner 
reported $1100 (in round figures) rep- 
resenting the excess of market value 
and cash over totai cash credits to 
his account. He got stock worth 
$14,400. He had contributed $2300 
to the fund. The Commissioner as- 


sessed a deficiency on $10,900. 


Taxpayer contended that the full 
amount credited to his account in 
each prior year was constructively 
received by him prior to 1934, because 
after ten years of service it was un- 
qualifiedly subject to his demand. 
There was no question that he had 
the right to withdraw his full credits. 


The court found no constructive 
receipt in prior years. His right to 
withdraw his entire participation was 
given to him on a condition, that is, 
if he withdrew from the fund he 
would cease to be a participant. The 
right to continue was a valuable one, 
the loss of which would have been 
a serious loss. It is difficult to con- 
ceive of a more important limitation 
or condition upon a right to receive 
money than the one which attached 
to the right of this petitioner. None 
of the funds were “made available” 
prior to 1934 when actual distribution 
was made. 


"Mertens, Law of Federal Income Tax- 
ation, Sec. 25B. 
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There was a dissent worthy of 
comment in Knapp, by Judge Kern, 
who held it was solely a question of 
construction under section 165 of the 
1934 Act.**? Judge Kern felt that the 
question was whether the earnings 
and principal of the fund, or any part 
thereof, were “made available” to pe- 
titioner as a distributee in a year or 
years prior to the taxable year as 
taxpayer contends; or were “made 
available” in the taxable year when 
physically received. He answered 
this by saying that the applicable 
section made its first appearance in 
the Revenue Act in 1921 and con- 
tained at that time the phrase which 
we have quoted above. This section 
changed in 1926, 1928, 1932, 1934, 1936 
and 1938, but the quoted phrase went 
without change or comment. How- 
ever, the changes in the section indi- 
cated the desire of Congress to 
encourage and foster employee’s trusts, 
and minimize the incidence of any tax 
on participating employees. The dis- 
sent continued, holding: We must 
conclude Congress used the phrase 
“made available” in its ordinary sense 
of “made useable or convertible as a 
resource” as distinguished from ac- 
tual receipt in the other phrase, “ac- 
tually distributed”; and therefore there 
was constructive receipt in the earlier 
years. 

Knapp was followed in A. M. Berry 
Estate, where the employee died without 
withdrawing from the plan the total 
amounts credited to his account in 
the fund in excess of his contributions, 
being taxable to him and his surviv- 
ing wife in the year of death. The 
death of a depositor effected a with- 
drawal entitling his estate or named 
beneficiaries to a distribution accord- 
ing to the court. The decedent was 
employed by Sears, Roebuck and Com- 
pany and in 1916 became a participant 
in its employee’s Savings and Profit 





” 1954 Code Sec. 402(a)(1), without any 
change of substance. 
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Sharing Pension Fund. The regu- 
lations governing operation of the 
fund provided for contributions to the 
fund by employer and employee. The 
trustees of the fund purchased stock 
of the employer with contributions 
to the fund and with profits of the 
fund. The accounts of participants 
in the fund were annually credited 
with the contributions and earnings 
of the fund. 


In 1931, 1934 and 1935, decedent 
pledged stock credited to his account 
in the fund as collateral for loans. 
Neither decedent nor his wife ever 
reported as income credits to decedent’s 
account in the fund before 1936. In 
1936 decedent died. 


Petitioner (the estate) contends that 
decedent exercised control over the 
credits to his account in the fund so 
that they may be said to have been 
“made available” to decedent in earlier 
years 1931, 1934 or 1935. Petitioner 
claims credits were available without 
forfeiture of his right to further par- 
ticipation in the fund, since he pledged 
the credited securities. 


But the court found that the pledg- 
ing of the credited securities as col- 
lateral for loans did not operate to 
distribute or “make available” to de- 
cedent the securities pledged. The 
pledged securities remained in the 
fund until decedent’s death. Only by 
withdrawal of such credits could they 
have been distributed or made avail- 
able to decedent in his lifetime. De- 
cedent elected to continue participation 
in the fund, and so long as he did so 
he could not withdraw the amount 
of his credit and hence his credits 
were neither distributed nor available 
to him. Under the articles of the 
fund, death effected the withdrawal. 


In the both cases, the Tax Court 
could not find that the funds were 
made available to the participants in 
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earlier years. The rationale of the 
court’s conclusion has its touchstone 
in the fact that in order to get the 
funds, the taxpayers would have had 
to discontinue a participation in the 
fund, which meant giving up a valu- 
able legal right. Tested on the broader 
principles of constructive receipt, the 
credits could not be found to have 
been constructively received in earlier 
years. The conclusion is in line with 
Section 1.451-2(a) of the regulations, 
which is generally in accord with 
prior regulations as far back as Article 
53 of Regulations 45 under the Reve- 
nue Act of 1918. This regulation in 
part provides: 


“Income although not actually re- 
duced to a taxpayer’s possession is 
constructively received by him in the 
taxable year during which it is credited 
to his account or set apart for him so 
that he may draw upon it at any 
time. However, income is not con- 
structively received if the taxpayer’s 
control of its receipt is subject to sub- 
stantial limitations or restrictions. 
Thus, if a corporation cerdits its em- 
ployees with bonus stock, but the 
stock is not available to such em- 
ployees until some future date, the 
mere crediting on the books of the 
corporation does not constitute receipt.” 


As pointed out previously, this en- 
tire area is closely related to con- 
structive receipt. The basic reasoning 
of the cases concerns itself with con- 
structive receipt of income as does 
the rationale of other cases in the 
area of deferred compensation. To 
complete the analysis, other examples 
of construction receipt follow. The 
distinction between availability of in- 
come between qualified and nonquali- 
fied plans is not noted unless required 
in a particular factual picture to un- 
derstand the decision of a particular 
authority. 





* Deupree, CCH Dec. 12,888, 1 TC 113 
(1942). 
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Constructive receipt of income has 
been discussed in relation to unquali- 
fied assignment of annuity contracts. 
A purchase of an annuity where the 
taxpayer, corporate president, directed 
to his employer to use $50,000 of ad- 
ditional compensation to which he 
became entitled in the purchase of a 
nonassignable, no-cash surrender, single 
premium annuity, was constructively 
received by taxpayer in the year in 
which he became entitled to it, although 
the annuity had no fair market value 
or realizable value.** 


Petitioner’s failure to receive $50,000 
in cash instead of an annuity was 
due entirely to his own volition. In 
two related cases in which the same 
company was involved, a similar re- 
sult was obtained as to employees.* 
The president directed the purchase 
of paid up annuity contracts. It was 
held that annuities thus expended 
were expended for petitioner’s benefit 
and represented additional compensa- 
tion to him. The recipient had no 
option or advance notice of what he 
might receive, since the president al- 
lotted bonuses. The failure to receive 
cash was not due to taxpayer’s voli- 
tion. The taxpayer was not con- 
sulted. The court held that it did 
not think constructive receipt could 
be correctly applied, but the Commis- 
sioner prevailed under the broad and 
comprehensive language of Section 
22(a). The purpose, plan and effect 
was to give petitioner additional com- 
pensation. Van Fossan, J., dissent- 
ing, said: “The processes of reasoning 
by which the payments by the cor- 
poration are construed in the prevail- 
ing opinion to constitute income to 
petitioner’s seems to me to distort the 
reasonable intendment of the statute.” 
This case is undistinguishable from 
Moore, CCH Dee. 12,218, 45 BTA 1073 
(1941). The decision would seem to 
be contrary to the basic precepts, and 


* Brodie v. Commissioner, CCH Dec. 12,907, 
1 TC 275 (1942). 
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the writer must wholeheartedly agree 
with the dissent since this is not con- 
structive receipt in any sense. To 
put this another way, what was made 
available so as to be included in tax- 
payer’s gross income? 


It has also been held endowment 
insurance proceeds were construc- 
tively received upon maturity of the 
policies, by cash basis taxpayer who 
elected, under an option in the policies, 
to leave the face amounts on deposit 
at 3 per cent interest during his life- 
time. Income was realized in the dif- 
ference between the cost and the face 
values of the policies.** 

The taxpayer there contended the 
constructive receipt doctrine was in- 
applicable because the taxpayer would 
have had to surrender valuable rights 
in order to obtain the proceeds of the 
policies in 1936. The court said no. 
The taxpayer could withdraw prin- 
cipal on any interest day. This does 
not differ from cash. The court 


further held that, if the policy had 


given the right to change from one 
option to another, it should probably 
say that the insured had not construc- 
tively received the proceeds of the 
policy for the right to change the 
options would have presented a valu- 
able legal privilege which would have 
had to be surrendered if cash were 
chosen. But the possibility of con- 
version from one option in this case 
to another was not a part of the in- 
surance contract—just the company 
policy. Taxpayer would be called on 
to surrender no legal right in order 
to take cash. The court further held 
that the difference between amount 
received and premiums paid was tax- 
able as ordinary income. 


* Blum v. Higgins, 45-2 ustc J 9343, 150 
F, 2d 471 (CA-2). 

* Corliss v. Bowers, 2 ustc J 525, 281 U. S. 
376 (1930). 

*™ Morse v. Commissioner, 53-1 ustc § 9202, 
202 F. 2d 69 (CA-2), aff’g CCH Dec. 
18,759, 17 TC 1244. 
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Inherent in this reasoning is the 
principle that taxable income re- 
sults “whenever income is subject 
to taxpayer’s unfettered demand . . . 
whether he sees fit to enjoy it or 
not.” ** It has also been held that if 
an annuity is purchased and assigned 
to the employee at the time of his 
retirement, the full value of the an- 
nuity at that time will be taxable in- 
come to the employee.*” 


The fair market value of an annuity 
contract or contracts, being at least 
the amount of each petitioner’s retire- 
ment credit in an employee’s trust, 
which credit was used in payment of 
an advance premium of each contract, 
and which contract was delivered to 
and retained by petitioner, was held 
to be taxable income to each petitioner 
under Section 22(a).** There the trust 
terminated in 1948, and the trustee 
purchased annuities which were de- 
livered to the petitioner. The Com- 
missioner held the amount of income 
realized was the total amount of re- 
tirement credit.*° (It was not an 
exempt trust in 1948 when annuities 
were purchased.) The taxpayers argued 
the employers’ contributions not “dis- 
tributed or made available” merely 
because annuity contracts were pur- 
chased and delivered in 1948; that 
realization is deferred until they either 
receive payments or obtain the cash 
surrender value thereof, but the court 
disagreed. 


In another type of nonqualifying 
deferred compensation plan where the 
employers’ obligation to defer com- 
pensation pre-dates the services and 
compensation being due, the employee 
is not in receipt of taxable income 
until the payment of intangible prop- 


* Arthur W. Einstein, CCH Dec. 20,814(M), 
14 TCM 19 (TC Memo. 1955-6), following 
Lyon v. Commissioner, CCH Dec. 20,637, 23 
TC 187 (1954); and Reg. 1129, 165-6 (1939 
Code). 

*See, for example, Reg. 1.402(a)-2 and 
following, 1954 Code. 
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erty is actually due. Taxpayer was 
one of three organizers of a corpora- 
tion in 1942. He agreed to render 
services in 1943 and 1944. As part 
of compensation the corporation is- 
sued two certificates of stock, each 
for 25 shares. He endorsed them in 
blank and delivered them to the treas- 
urer. He got one in 1943 and one in 
1944 for services performed in each 
year. The Tax Court held that the 
taxpayer had income in 1943 and 
1944, not income in 1943 as Commis- 
sioner contended. There was no 
earlier constructive receipt.*° 


Nor does a holder of an endowment 
policy, who, prior to the maturity 
date, notifies the insurer of his elec- 
tion to receive the proceeds under an 
option which provides for payment 
of the proceeds in installments, con- 
structively receive the total amount 
of the proceeds on the date of maturity. 
If the policyholder does not, prior to 
the maturity date, notify the insurer 
of his election to receive the proceeds 


of the policy under such an option, 
the policy matures on a lump-sum 
basis, and the income therefrom is 
includible in income as provided in 
1939 Code Section 22(b) (2). 


Frequently, a qualified exempt em- 
ployee’s trust will be terminated with 
the understanding, however, that all 
participants will, pursuant to a legally 
enforceable agreement, transfer to 
another qualified exempt trust their 
respective distribution shares. The 
participants will not be deemed to 
have received any income, actually 
or constructively, but are merely act- 
ing as agents in the transfer of funds 
from one trust to another.* 


“” Hall v. Commissioner, CCH Dec. 17,818, 
15 TC 195 (1950), aff'd per curiam 52-1 ustc 
{ 9229, 194 F. 2d 538 (CA-9). 

“1954 Code Sec. 72; I. T. 
CB 36. 

Rev. Rul. 55-368, 1955-1 CB 40. 
also Rev. Rul. 55-317, 1955-1 CB 319. 


3963, 1949-2 


See 


Pension and Profit-Sharing Plans 


The Commissioner has ruled that 
where an insurer refunded contribu- 
tions to employees under an em- 
ployee’s annuity plan, the refund was 
return of premium and not taxable 
income.*® 


See Joseph F. Lauinger, CCH Dec. 
23,434, 31 TC 934 (1958) holding that 
the taxpayer realized income to the 
extent of the cash surrender value of 
a retirement income life insurance 
policy transferred to him by the trus- 
tees of an exempt trust. 


Under an employees’ profit sharing 
plan and trust, where participants of 
a stated length of time are permitted 
to make a withdrawal of employer 
contributions and earnings thereon 
which have been credited to their ac- 
counts for at least two years, thereby 
incurring a suspension of participa- 
tion for a specified period during 
which time no contributions are made 
on behalf of such employees, the 
amounts which are permitted to be 
with drawn are not “made available” 
to the employees until a withdrawal is 
actually made. The suspension imposed 
would constitute a substantial restric- 
tion or limitation. However, the act 
of withdrawing a portion of the trust 
funds would be held to constitute an 
exercise of dominion and control over 
the entire amount which could have 
been withdrawn at the same time with- 
out any additional penalty. Thus, as 
to the difference between the maxi- 
mum amount permitted as a withdrawal 
and the amount actually withdrawn 
there is no substantial restriction or 
limitation on the participant’s right 
to receive the amount representing 
such difference. Such difference is 
available at the time of any with- 


* Rev. Rul. 55-14, 1955-1 CB 302. 

“See also Mim. 6461, 1950-1 CB 73. For 
the rule under the 1954 Code, Reg. Sec. 
1.402(a)-1(a)(2). See also Rev. Rul. 59-64, 
1959-1 CB 31. 





drawal. This is so even if a suspen- 
sion of participation is for six months, 
and the balance may be later with- 
drawn only by incurring another 
similar suspension.* 


At this posture the differences be- 
tween a qualified and nonqualified 
plan may well be pointed out. Avail- 
ability seems to be much broader in 
nonqualified plans, and the circum- 
stances of inclusion more extensive. 
Generally, any nonforfeitable future 
benefit brings the doctrine of con- 
structive receipt into play. The 
extreme in Brodie v. Commissioner, 
cited above, should be noted, and the 
attendent dangers of inclusion of un- 
available income can arise. Even 
though an annuity has no present 
cash value, the employee may find 
himself in the unenviable position of 
paying an income tax. 


By analogy, this postulate should 
not arise in a situation where the 
annuity contract is given by one not 
in the business of issuing annuities 
and given under a general contractual 
obligation.*© The tax disadvantage 
under the nonqualified plan is that 
the employee may pay a tax each 
year of employment while in a higher 
tax bracket. The other problem of 
nonqualified plan may be loss of 
exemption to the estate, and loss 
of capital gains benefits in certain 
circumstances. 


Generally, however, since we are 
not analyzing nonqualified plans, it 
may be broadly stated that availability 
in a nonqualified plan is closely aligned 
to a definition of availability in a 
qualified plan, and both are closely 


related to constructive receipt. Both 
seem to mean constructive receipt in 
the context of judicial interpretation. 


“Rev. Rul. 58-230, 1958-1 CB 204. 

“U.S. v. Christine Oil Company, cited at 
footnote 10; Zittel v. Commissioner, CCH 
Dec. 4102, 12 BTA 675. See also Rev. Rul. 
60-292, 1960-37 I. R. B. 22. 
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If the Commissioner restricts inclu- 
sion in certain clear situations by 
regulation or ruling, the most effect 
such action can be said to have on 
constructive receipt is to exempt cer- 
tain specified factual patterns by ad- 
ministrative grace. Since, in my 
opinion, administrative grace seems 
to follow the general rules set out by 
the courts, perhaps even in this con- 
text we may conclude that “avail- 
able” and “constructive receipt” are 


synonomous.** 


Conclusion 


The doctrine of constructive re- 
ceipt is applicable to distributions 
under Section 402(a)(1). The term 
“made available” is a term of art and 
is synonomous with constructive re- 
ceipt. Wherever there is the possi- 
bility of avoidance, or the intention, 
or ability by the taxpayer to arrange 
a convenient result, there is includi- 
bility. Where, however, in certain 
specific instances, the draftsmen them- 
selves intended no constructive receipt 
under 1954 Code Sections 401-404, 
funds for various reasons are said to 
be not made available, and therefore, 
there is no constructive receipt. The 
reasons are usually in the form of a 
restriction or limitation, or the pre- 
requisite that a valuable right be given 
up. In such cases, the money may 
be said not to be unconditionally avail- 
able. The only clear contradiction 
might seem to lie in the regulation 
relating to distribution of an annuity 
contract with a cash surrender value 
which regulation indicates no includi- 
bility until the employee surrenders 
the contract, But even here the tax- 
payer gives up the annuity, pays a 
tax on cashing it in, and loses estate 
tax benefits. Perhaps a pragmatic 


Rul, 60-292, 1960-37 


“See also Rev. 
2: Bee 
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approach is naive; and we might in the theory or postulate, and with 
merely look to legislative intent for a vague analytical misgiving, the 
an explanation. Yet, orderly analytical writer concludes, as stated above, that 
process dictates a firm position. There- “made available” equals “constructive 
fore, whole admitting of inconsistencies receipt.” [The End] 


FEDERAL ESTATE TAX NEWS 


The following items are selected from recent numbers of 
the CCH Feperav Estate aNp Girt TAX REPORTER. 


Estate tax payment date determined—refund claim barred. 
—A revenue official made a written request for payment of an 
estate tax deficiency in a specific amount, including interest. 
Although the executors disagreed with this amount, they 
mailed a check in the requested amount three days later 
without indicating their position. Their later claim for refund 
was disallowed as barred by the three-year statute of limita- 
tions. The executors contended that, since there was a tax 
dispute, the delivery of the check represented a deposit to 
prevent the running of interest and accrual of penalties. It was 
held that the prompt remittance in the requested amount was 
a payment of the tax. The claim for refund was properly 
disallowed because filed more than three years after remit- 
tance was made.—Richardson, DC Pa. 


Claim against estate based on adequate consideration.— 
Decedent assumed an obligation to pay his daughter $14,000 
after his death. The debt was assumed in exchange for the 
daughter’s release of his son from an indebtedness of an equal 
amount in order that the son could hold his seat on a stock 
exchange free and clear of any debts. The obligation was 
contracted in good faith and for an adequate and full consider- 
ation in money or money’s worth. Although payable only 
after death, the obligation was a deductible claim against the 
estate—W oody, TC. 


Bequest for use of diagnostic clinic qualified for charitable 
deduction.—Under decedent’s will, a trust fund was created 
for the ultimate benefit of a free diagnostic medical clinic to be 
established in decedent’s name. Eleven months after his 
death, decedent’s widow and others chartered the clinic. 
Provision in the will for income to life beneficiaries of the 
trust prevented very substantial benefits from becoming avail- 
able for the clinic in the years immediately following decedent’s 
death. Consequently, the clinic made an initial payment and 
turned over its annual income for a five-year period to a city 
nonprofit hospital for operation of a public health service. The 
clinic was held to be a corporation organized and operated 
exclusively for charitable or scientific purposes. The value 
of the trust fund created in decedent’s will for the benefit of 
the clinic was a deductible charitable bequest.—Smith, TC. 


Pension and Profit-Sharing Plans 





Will Clauses 


Murphy's Will Clauses. Joseph 
Hawley Murphy. Matthew Bender & 
Company. 205 East 42nd Street, New 
York 17, New York. 1960. 790 pages. 
$25. 


The drafting of wills is a science 
and the lawyer cannot assume the 
responsibility of directing a client in 
the disposition of his estate lightly. 
Like most other ventures in our pres- 
ent day set-up, the impact of taxes 
on the transaction is an important 
consideration. This impact has been 
a stimulus for a new “estate planning 
occupation” that has replaced “draft- 
ing of wills.” The devisor’s will still 
remains, however, the basis of most 
estates, and the tax factors are still 
high on the list of shoals to be avoided 
in drafting these instruments. This 
book contains a large number and a 
large variety of clauses, all of which 
have been checked for tax propriety— 
ideas for the ingenious drafter. One 
other point; the book need not be 
used only for the drafting of wills, 
but can be used to check existing wills. 


Mr. Murphy’s book is divided into 
nineteen chapters. Chapter one con- 
tains examples of complete wills and 
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the codicils where no tax problems 
are involved. Stepping off from this 
elementary premise, succeeding chap- 
ters give clauses having to do with 
testamentary dispositions, particular 
types of property, estates and inter- 
ests in property, testamentary trusts, 
powers of appointment, the marital 
deduction, and so forth. 


The table of contents is arranged 
so that the form for a particular clause 
can be located under the subject of a 
chapter. For instance, if the drafter 
is interested in a waiver of rights 
under a power of appointment, this 
will be found at the beginning of the 
chapter on powers of appointment 
and powers of invasion. 


The book is adequately indexed by 
subject matter. 


Various chapters include a com- 
ment by the author, which will orient 
the reader to the problems proposed 
by a testator in this area. 


The author is a member of the 
New York bar, formerly in practice 
in Syracuse, New York, and professor 
of law at Syracuse University; pres- 
ently he is Commissioner of Taxation 
and Finances, State of New York. 
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Meetings of Tax Men 


University of Chicago Law School 
Federal Tax Conference.—Descrip- 
tions of the current federal tax scene 
will be given by Stanley S. Surrey, 
\ssistant Secretary of the Treasury 
for Taxation, and Mortimer M. Cap 
in, Commissioner of Internal Rev 
at the University of Chicago 


I Tax Conference, October 
25-27, in the 


Prudential Building 
g 


These speak 
the 


\uditorium in Chicago. 
mentioned will appear on 


will 


ers 


25th and attend a reception at 


the conference. 


Portland Extension Center.—A le« 


ture on pension and_ profit-sharing 
plans will be given October 2, 1961, 
at the Portland Extension Center, 


1633 S. W. Park Avenue, Portland 1, 
Oregon. The speaker will be Harold 
\V. Chatterton, CPA, of the Portland 
firm of Maier and Chatterton, and his 
talk, part of a course in income taxa 
tion, will be sponsored by the Oregon 
Society of Certified Public Account 
ants and the Oregon State System of 


Higher Education. 


U. S. Chamber of Commerce Insti- 
tute. 
the issues of federal tax 
be held by the Chamber of Commerce 
if United October 12 
\mong the speakers will be Professor 
Dan Throop Smith of Harvard, Rep. 
Thomas B. Curtis (R-Mo.) of the 
Ways and Means Committee and the 
Pro 
economist at 


\ one-day institute to discuss 
reform will 


of the States o1 


Economic Committee, and 
Martin J. 


the University of Chicago. 


Joint 


fessor Bailey, 


Marquette Institute on Taxation. 
Twelfth An 


will 


Marquette University’s 


nual Institute on Taxation take 
lace 26 and 27 in the 


T 
] ‘ 
university's Memorial Union. Among 


on October 4), 
the speakers this year will be Chester 
©. Bell, president of Johnson Hills, 


Inc., Fleming B. Bomar, member of 


the United States Supreme Court bar, 
John Cahill, Milwaukee attorney, and 
a number of other distinguished tax 
attorneys and consultants. 


New York Accountants Program. 

The New York State Society of 
Certified Public Accountants are con 
ducting a program on “The New 
Frontier and International Tax Plan- 
to take place October 26 at the 
Plaza Hotel in New York. 
The speakers will address themselves 
to the problems of preparing for the 


ning,” 
Barbizon 


far-reaching tax reforms promised by 
the Kennedy Administration. 


University of Texas Conference. 
The Ninth Annual Confer 
ence of the University of Texas School 
of Law will be held October 26, 27 
The 


develop 


Taxation 


and 28 at the school in Austin. 


program will cover recent 
ments in the tax field, partnerships, 
estates and trusts, tax problems of 
farming and ranching, and life insur 


ance transfers. 


USC Institute on Federal Taxation. 
Mortimer M. Caplin, new Commis 
sioner of Internal Revenue, will ad 
\nnual Institute 


on Federal Taxation at the University 


dress the Fourteenth 


of Southern California School of Law, 
November 8-10. The 
rected this year by Louis M 


institute is di 
Brown, 


Beverly Hills attorney 


Regional Meeting of the ABA. 
The Southeast Regional Meeting of the 
American Bar Association is planned 
9-11 in 


labama. The principal speakers will 


for November Birmingham, 


include John C. Satterfield, president 


elect of the ABA, James M. Landis, 
special assistant to the President of 
the United States, Charles J. Bloch 


of Macon, Georgia, and W. St. John 
Garwood, former associate justice of 
the Supreme Court of Texas. 
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Send for These Handy 
Desk Helps Today 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave. 
Chicago 46, IIl. 


Enter our advance order for the quantities of 
CCH books indicated at prices quoted. (Re 
mittance with order saves postage and packing 


charge.) 


Fill in 
Amount 


1 1962 Federal Payroll Withholding Tax 
Tables (1230) Prices 1 to 4 copies, $1 
ea 5-9, $.90 ea 10-24, $.80 ea 25-49 
$.70 ea 50-99, $.57 ea Ready in No- 


vember 


2 1962 Combined Withholding Tables (1384) 
Prices. 1 copy, $4: 2-9, $3.50 ea.; 10-49 


$3 ea 50-199, $2.65 ea Ready in No- 
vember 
Remittance herewith ] Bill us 
Quote prices on larger quantities wit! 


our imprint—for items circled: 1 2 
Signature & Title 
Firm 
Attention 
Street Address 
1230—882 


City, Zone & State 


Subscribers for CCH’s Standard Federal Taz 
Reports, Federal Tax Guide Reports, Federal 
Tax Guide Reports—Control Edition, Payroll Taz 
Guide, and Current Law Hendybooks receive 
Item No. 1. They should order only for extra 


copies } 


Now in Preparation 


T 
Withhol 
for Y 


New Social Secur 
January 1 


1962 FEDERAL | 


Completely up to date f 
has seven complete tables in 
income tax withholding tables 
daily or miscellaneous payro 
age’ method of income tax \ 
tax withholding at the new 
” 


814”x 11” size. Price, $1 ac 


1962 COMBINED 


Completely up-dated, 1 
Definitely a timesaver, this 
to-read tables for combined f 
tax withholding for weekly 
cellaneous pay periods, plus 
holding and for the “perce 
Spiral bound—lies flat for f 


Price, $4 a copy. 
Order Your Copies 


Be prepared for that firs 
Just fill in and mail the at 


delivery upon publication. 


DEPEN DABLE—Comn 


CCH, Pre 


ROO WOH 
f 


4025 W. PETERS( 


Two New 
yiiding Tax Helps 
You for ’62! 


ecurity Tax Rate Increase Effective 
ry 1, 1962, Reflected Throughout! 


L PAYROLL WITHHOLDING 
TAX TABLES 


ite for use beginning January 1, 1962, this book 
*s including five separate official “wage bracket’ 
ibles for weekly, biweekly, semimonthly, monthly, 
ivroll periods; a separate table for the “percent 
ax withholding; and another for Social Security 
new 344% rate. 16 pages, heavy paper stock 


a Ct ps , 


ED WITHHOLDING TABLES 


‘d, ready for use beginning January 1, 1962 
his king-size book provides 12 large-size, easy 
ed federal income tax and the new Social Security 
ekly, semimonthly, monthly, and daily or mis 
‘lus separate tables for Social Security tax with 


‘rcentage method” of income tax withholding 


or fast reference, 814” x 11”. About 100 pages 
pies Now for Delivery in November! 


first big day of brand-new payroll withholding 


attached postage free order card for prompt 


ommerce Clearing House PUBLICATIONS 


RODUCTS, COMPANY 


EES VEO YOY YOON’ Ww 


BOOKS BY MAIL 
RSON AVENUE, CHICAGO 46, ILLINOIS 





